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DEFENSE AND THE ECONOMY: THE ISSUES OF 
JOBS, INFLATION, AND LONGRUN GROWTH 



WEDNESDAY, DECEMBER 7, 1983 

House of Representatives, 
Task Force on Economic Policy and Growth, 

Committee on the Budget, 

Washington, D.C. 

The task force met, pursuant to_notice^ at. 10:35 a.m. in room 210, 
Cannon House Office Building, Hon. Les Aspiri (chairman of the 
task force) presiding. 

Mr. Aspin, We would like to welcome you all to the hearings on 
the impact of defense spending on the economy. T.iere has been, of 
course, a rather large increase in the commitment of national re- 
sources going to defense. It started under the Garter administration 
but accelerated under the Reagan administration. 

During that buildup which covers the 1979 to 1987 time period, 
defense outlays would increase at an average rate of about 12 per- 
cent a year. As a percentage of t gross national product, defense 
spending would go from 5 percent to 7.7 percent, which is a greater 
increase than over the Vietnam buildup from 1965 to 1968, al- 
though the present buildup is being done over a logger period. 

But the buildup that we are talking about here is particularly 
pronounced in the area of procurement. The buildup for Vietnam 
and for Korea was across the board in personnel arid in i areas relat- 
ed to personnel. The buildup of the Reagan administration is very 
heavily concentrated in procurement Procurement outlays would 
increase at an average rate of al»oUt 20 percent over the 1982 to 
19&7 period. 

The speed, magnitude, arid timing of the buildup riave raised con- 
cerns over potential impacts on the economy of such a commitment 
of resources. It has also revived a more general -debate about long- 
term effects on the mature industrial economy of a large arid rapid- 
ly growing defense sector. . - - 

These hearings will focus on three aspects of the relationship be- 
tween expenditures for national defense and the state of the econo-. 
my. First, the issue of jobs. Does defense spending create as many 
jobs— direct, indirect, and induced— as an equivalent amount of 
spending on other Government programs or of tax reductions? Are 
there any significant differences in the types bF jobs created or 
their timing? _ _ 

Second, the issue of inflation. Is the current buildup in defense 
spending likely to lead to increases in the future rate of inflation 
or in the prices of defense goods and services? If such increases are 

(1) 
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1 i k t*l y v s h oli hi 1 1 i i»y lu» at t i i bu ted t b _t He p^ice of the buildup, shift in 
tlvtv.com posit ion of'GNP or other factors? 

Third, and probably most complicated, the issue of lorigrun 
growth: What consequences will the current buildup in defense 
spending have for productivity and longrun growth in the Ameri- 
can economy? How will a shift in resources from civilian to mili- 
tary research and development affect the technological competi- 
tiveness of the economy? 

Our first witness this morning is Robert DeGrasse, who is from 
the Council on Economic Priorities. He is going to present a paper 
or opening testimony to us this morning, then we will get to some 
questions. 

Why don't you start. We would like to hear your testimony andv 
then we can talk about it. 



STATEMENT OF ItOISEItT W. DeUItASSE, JR.. COUNCIL ON ECO- 
NOMIC PRIORITIES AND AUTHOR OF "MILITARY EXPANSION, 
ECONOMIC DECLINE" 

Mr. DkGkassk. Thank you, Mr. Chairman. 

I appreciate the opportunity to testify this morning before the 
committee. My name is Robert DeGrasse. I am on leave from the 
Council on Economic Priorities. Right now I am playing hooky 
from the Kennedy School of Government at Harvard where I am 
currently studying. 

What I would like to do this morning is to turn around the three 
questions that you have asked to look at the issue of longrun 
growth potential and its problems— problems created by increased 
military spending; and then touch only lightly on the issues of in- 
flation and employment. 

Those issues are covered more thoroughly in the book that I 
think we have provided you a copy of, "Military Expansion, Eco- 
nomic Decline." 

I think before starting one has to have at least two caveats in 
discussing this issue of military spending and the economy. I think 
first of all the most important point is that the effect that military 
spending has on the economy should hot be the overriding variable 
in determining what level of defense spending is necessary for the 
security of our Nation. While there are tradeoffs and wh ile there 
are costs associated with military spending, we cannot look at this 
as somehow a prescription for policy for reducing military spending 
or increasing it depending on your view of the effect of military 
spending on t he economy. 

Indeed we can afford any amount of spending on the military we 
might want to undertake., 1^ rih£. the _j^pnd_ World War, 42 jperf 
cent of the GNP was devoted to military spending and we did that 
th rou gh a seri es of allocation cont rols on the economy, wage and 
price controls: As a result we were able to over a 5-year period 
afford to devote economy to defense. 

Thus we cannot say that there is reason to believe we cannot in 
some way afford military spending. The penalty in this context is 
whether or not we want to look at ways of trying to control the 
economy, control the effects of the buildup we are talking about. 



:* 

What I would like to do is to try to walk through the analysis of 
military's effect oh the economy that we performed at the Council 
on Economic. Priorities over the last \Wz years. I think the issue 
that we tried to address was whether or riot this increase in mili- 
tary spending was going to have an adverse effect on our interna- 
tional competitiveness, and the ability of the economy to create 
jobs over the next 5 years. 

We approached that issue from the perspective of what sorts of 
effects has military spending had. during the cold war? That is, 
since 11)50 when we dramatically increased military spending and 
have seen it take up a significant portion of the gross national 
product anywhere between 15 and 6 percent, 4.5 percent in the late 
1970s. What effects that spending has had on the economy over 
the period of time during the cold war. 

We did this by trying to compare U.S. economic performance 
with the performance of other Western industrialized nations, na- 
tions that have somewhat similar characteristics in terms of their 
political economy to the United States. 

We felt that by looking at 17 nations that we would be able to 
create somewhat of a laboratory for trying to compare the effects 
of military spending here versus in other nations. From time to 
time f am going to indicate certain charts in the testimony that I 
have that would elucidate the points I am making. 

The first chart is chart 2 which indicates the levels of military 
spending in the United States and the other nations we looked at 
over the 2()-year period between 1900 and 1980^ 

That chart indicates that military spending as a percentage of 
GNP in the United States was about 7 percent, actually this is 
gross domestic product. It is a better indicator for international 
comparisons, basically the same though as GNP. __ _ 

It jridicates that the United States was clearly the nation with 
the highest percentage level of military spending amongst the 17 
nations we were looking at. 

What we did was to test the hypothesis that there is a relation- 
ship between higher military spending and poorer economic per- 
formance. In doing a statistical analysis we found that there is a 
strong relationship between higher levels of military spending in 
that period and lower levels of gross fixed investment. Here I point 
to chart 8 which indicates there is a relationship between those 
two variables. _ 

That relationship exists when you adjust for a variety of other 
factors as well, when you adjust for the level of economic growth, 
the maturity of an economy under the assumption that more 
mature economies tend to grow slowly. We thought this would be 
the descriptive variable. 

And we found that even after adjusting for those variables and 
for others that this relationship between higher military spending 
and lower levels of gross fixed investment does seem to hold up. 

There is also a somewhat weaker relationship between military 
spending and productivity growth. It was a fairly strong relation- 
ship in the I960 s and the relationship becomes somewhat weaker 
in the 1970 s because of the fact that it is harder to figure out why 
we have had productivity problems in the 1970 s. 
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But overall the point that we think that is made by this sort of 
an analysis is that there seems to be a clear iridjcatibri that there 
is somewhat of. a penalty for higher military spending: Now the 
question is what is the magnitude of that penalty., The statistical 
tests we used are of a general sort We don't feel comfortable 
trying, to attach a specific number because of the fact that you only 
have 17 nations to compare to. There are a number of problems 
there. But the basic point we believe made by this data is that 
t " oro seems to be an indication of a certain penalty that is paid in 
terms of investment. 

It only stands to reason as well if you increase military spending 
some other portion of the GNP should have to decline either con- 
sumption, investment, or other Government spending, and indeed 
that seems to be indicated cross-nationally that the real burden 
comes in the area of investment father than in _the areas of Gov- 
ernment spending or consumption. That may just reflect political 
realities. Maybe it is harder to cut consumption and Government 
spending than it is to cut investment. It is easier to raise interest 
rates and make investment less attractive arid it is harder to get 
people to cut current consumption or as I am sure the Budget Com- 
mittee recognizes, Government spending. 

--So lower investment seems to be the penalty that we often pay. 
Now certainly one thing that you might want to gather from this is 
that one of the goals of budgetmaking during a period of high mili- 
tary spending would be to try to find a way to tax consumption 
rather than investment. That would be one way to somewhat 
reduce the penalty paid by increasing military spending. 

Why is it that we also come up with a relationship with this 
issue of productivity growth as well, the growth in the efficiency of 
the labor force in the economy? To develop a theory to support the 
statistical data one has to move beyond simply looking at shares of 
GNP shifted around or assuming that by reducing investment that 
that will be the only factor that has an effect on productivity 
growth. 

We have to look tX the effect of military spending on technology. 
This is the second issue in terms of the overall effect of military 
spending on growth I would Hke tp focus on. 

Military spending has often been said to have a beneficial effect 
for civilian technology, that there will be spinoffs as_ a_ result of 
high levels of military spending. Indeed, many argue that defense 
spending is used for the types of basic research arid development - 
that will have or might have broad application to the civilian 
sector eventually: 

-I would like to point out that in this regard only about 3 percent 
of the Defense Department's research and development efforts 
have been oriented toward basic research over the last two decades. 
In absolute dollar numbers that is less than the amount of money 
that three ether Government departments spend less money on 
basic research and development, including the National Science 
Foundation, the Health and Human Services Department, and 
NASA. All three of those agencies spend more dollars in real terms 
on basic research than does the military. 

Certainly though the military spends the lion's share of the Fed- 
eral research and development dollar and indeed we spend— we 
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haw spent an .y where between 7/) and .fjO. percent of research and 
development dollars (in _ the '.military, during the cold war period. 
Currently it is around -the- HO percent figure, which -when we look 
at the total amount of R&D sources in the economy. Since the Gov- 
ernment spends about f>0 percent of the total R&D dollars and 
since the Government spends about 50 percent of its amount on the 
military: anywhere between 2a and .SO percent of the Nation's total 
research and development funds are devoted to military spending. 

hi addition to- research and development, it is important to recog- 
nize thai, the Defense Department also uses high technology re- 
sources through the procurement budget. Indeed if you look at the 
procurement budget as a share of durable goods production in the 
economy you find that during the last 20 years it was as high as 
about II) or 17 percent of durable goods production and more re- 
cently as low as 10 percent of durable goods production. 

That is much larger, almost twice as much as the amount spent 
on defense in the economy as a whole, indicating that we have a 
much more significant impact in that specific sector, durable goods, 
and in using manufacturing resources through defense uses than in 
the overall economy. 

So we see two pictures here: That we use a significant amount of 
R&D fund**.; that we use a significant amount of our durable goods 
production capability for military purposes. As a result the amount 
of labor devoted to those particular purposes is rather significant: 

In fact we believe that about 20 to . SO percent of the Nation's sci- 
entists and engineers are working on defense-related projects: I be- 
lieve that is a verv significant amount of the Nation's productive 
talent. 

It riiea ns that an impo r t a n t gro up b f peo p 1 e is u ri a v a ilabl e to be 
working on efforts which could increase the productivity of the ci- 
vilian economy. As a result, I believe that that is one of the ways 
in which military spending tends to reduce our ability to increase 
our productivity growth in this country. 

One might say that ail of this research and development has-a 
positive effect on the civilian economy — coming back to the spinoffs 
argument. But the question is if we are spending all this money on 
the military, and it is having a positive effect on spinoffs, you 
would think that the sectors most closely allied with the military 
would be in reasonably good shape in the inter national arena, that 
is those industries would be garnerning a number of technological 
innovations from the work done on the military and they would be 
able to apply those quickly ta the civilian sector and be able to 
maintain their com at least vis-a-vis firms in other 

nations working in the same area: 

_ u t I t h i n k we ca in see f r om t H ree _s pec i fie in d u s t r ies , the e 1 ec : 
tronics industry, machine tool industry, and the-aircraft industry, 
that that in fact is not happening. In the aircraft industry we see 
that the U.S. market for commercial aircraft is being whittled 
away in two are as, one is in large transport ai r c r aft t h r pug h 
Airbus Industries, and the other area we are seeing whittling away 
is in the area of smaller commuter aircraft. Beach and Cessna, 
while they don't have as much military contracting you would 
think they would be able to use some of the technology in the area. 
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Those Hrhis aio hot able to capture probably the largest growing 
part of the aircraft industry in the United States 

In machine tools, we see the United States unable to keep up 
with the Japanese in numerically controlled, machining centers and 
other hew technologies'. I think this is, to some extent, unexpected 
given the fact that the military is spending an awful lot of money 
on manufacturing technology- programs and should indeed be 
haying some effect on our ability to compete in the civilian sector. 
If that was true, w£ would be in a better position. 

Unfortunately, I would have to say that I agree with Simon 
Ramos— one of the founders of the TRW Corp.— who indicated that 
military spending does not aeem to provide as much technological 
advancement per dollar than if the money were spent directly in 
the civilian sector; and indeed he thinks that that is part of the 
reason we have had poor productivity growth. _ 

The final area is the electronics sector, which we are probably 
most familiar with and read the most about in the papers. Here 
you have probably been following stories about the video cassette 
recorders and otrier technologies in the consumer area in which 
the Japanese seem to be doing well. We thought radios were a 
thing of the past until Sony introduced the Walkman. And even 
"though a U.S. firm, Ampex, was the first to develop videotape re- 
corder technology, the Japanese were the first to be able to cost en- 
gineer that technology for civilian applications. 

Probably the most celebrated case has been in the area of 
memory chips, b4K RAMs, random access memories, and in that 
area we are seeing for a variety of different reasons the Japanese 
being able to compete with us quite successfully in an area of high 
technology production. 

The point here is that while it is not clear that there is a direct 
connection, we would hypothesize that if we are spending a signifi- 
cant amount in each industry on the military, and if they are being 
subsidized by the military in production, and R&D is taking place 
in each area, the spinoffs should be providing us with some benefit 
that could be translated in the civilian sector: I am not sure we can 
sa> that that is occurring, however. 

Finally, in regard to this issue of long-term economic growth, we 
reajly have a choice facihg*us as a nation, as I see it; The choice is 
whether or not we want to watch our international competitiveness 
decline as a result of substantially increasing the share of major 
industries in* our economy that we devote to the military; whether 
or hot we want to see our international competitiveness decline, or 
whether or not we believe there is some way, either to decrease our 
defense spending or encourage our allies to substantially increase 
their defen^esJenaMngaiid divert resources they would be using for 
civilian purposes to the military. Indeed, I think that is probably as 
close as one could get to a policy implication of the problems with 
the long-term economic effects of military spending. 

I would like to turn briefly to the issue of inflation^ and then 
jobs. Inflation is an area that we see some of the specific impacts of 
substantially increasing sur -military spending. 

As we are all aware. I believe, the military economy, the indus- 
tries serving the military sustained very rather significant prob- 
lems both in inflation and in backlogs during the 1978 to 1980 
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|H.»i;icwLl_ _wh<_\re_ _clc»l<»hsi »_ spending began to tuni i up, ..arid there was 
also substantial expansion in the civilian sector, both in the air- 
craft industry and the elect ionics industry. 

As a result of the congruence of growth in both the military and 
the civilian parts of these industries, we saw significant backlog 
problems and inflation develop in the latter 1970's and beginning 
of the 19S0's. Those backlog problems were caused in part because 
of the I'actvve don't tiuvc.as many supplier' fir his supplying the_niil- 
itary as there were in. the past due to the contraction in parts of 
t ho production base that occurred as a result of the reductions 
alter the Vietnam war; 

T H ose p rob I ems have not been re Iieved. There has not been, i ri 
my view, a substantia! increase in the capacity for production of 
defense goods. And, as a result, even though we have been able to 
solve this problem in the short run through a very, very severe re- 
cession, the fact is that now we are seeing economic growth return 
more vigorously than many had predicted; and, as a result, I be- 
lieve we are going to see some of these same problems occur fairly 
soon. 

Now. I am sure that you will hear from DRI and CBO more accu- 
rate estimates than what I can provide you. But I do believe that 
here is an area where there are going to be problems. 

T h e re a re a I ready s ig ri i fi cant i n c re a ses i n t he lea d t i_m_es in the 
electronics industry, particularly for integrated circuits and semi- 
con due tors, _Tli_e_ cneetronics industry- has come back a ..little bit 
stronger than the aircraft industry to this point: As a result; you 
a I re ady a r e see i rig sojn e s t or ies abo u t t h e J h ort age s of _se m ico n d u c - 
tors: The IBM personal computer has done much better than ex- 
pected. And, as a result, it is hard to find the logic chips that that 
IBM PC requires. So we are going to see a tightness in supply of 
the product in the semiconductor area. 

In other areas, it seems for the moment at least, leadtimes are 
still not a problem, and my off-the-cuff estimate is that we won't 
s ee s ig n i fie a hi leadti me problems until at 1 east the latter part of 
1!)S4 - Probably into 1985 or 1986. is where you will begin to see 
Ieadiime arid ..inflation problems begin to settle back into the de : 
fense industry; 

More broadly, i n regard to rn il itary _sperid[ng arid inflation , the 
point I would like to make is that; per se; other than affecting mar- 
kets specifically oriented toward defense goods, there is rid reason 
to believe that military spending is infiatioaary. Military spending 
ti >es, as Tjust mentioned, affect specific marketplaces, and in those 
industries tightness in supply could lead to inflation in the econo- 
my as a whole, yes. And, as a result, many times during substan- 
tia I bu i J d ups for w ars when you get a tre mendous deman d for m a ri_- 
povver and for productive capacity; you see a blip in the inflation 
rate. 

indeed, that is directly due to military spending: This can be con- 
trolled if you are willing to institute controls. Those problems can 
be reduced, as we saw during the Korean war. But the real ques- 
tion is: What does the executive and ffie Congress do offset the in- 
crease in defense spending? This is where, clearly, the question 
arises as to what the inflationary impact of a rise in defense spend- 
ing will be. 
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We. have seen during this particular buildup we have. chosen to 
pay . lor it by increasing ..the bbrrbwin frbm society,, and by 

reducing taxes ancTattempting to some extent to reduce civilian ex- 
penditures. That has' not been very successful, : as you recognize, 
and as a result, borrowing has been the major way of paying for 
this buildup. And as we all know from reading the papers and 
watching the problems that the Chairman of the Council of Eco- 
nomic Advisers is presently having, it is a rather difficult dilemma 
we face, and I am not sure 1 need to say much about deficits, and I 
know there has been enough ink spilled over that issue already. 

Turning finally to this issue of military spending and employ- 
ment, here again at the broadest level, if we look at the macroeco- 
nomic effects of military spending, if you spend $1 billion on one 
area of the economy versus $1 billion in another area, if you are 
looking at the short-term macroeconomic effects of military spend- 
ing, there really is very little difference in the total number of jobs. 
In other words, if you spend $1 billion in mass transit production 
versus $1 billion in military spending, the direct jobs, indirect jobs 
and induced jobs created are going to be about the same: 

The question is really in the distribution of those types of em- 
ployment, both geographically and in terms of what industries and 
what particular professions within the industries are affected. I 
would like to focus on that issue for a moment and first define 
terms. 

Direct jobs are those jobs created in a specific industry by the ex- 
penditure of money in that industry. In other words, if you spend 
money on aircraft, the amount of jobs created directly in the air- 
craft industry is the amount of jobs we are talking about when we 
talk about direct employment. That is pretty straightforward. 

Indirect employment is the employment created in supply indus- 
tries. The aircraft in needs some forgings, needs 
semiconductors and a variety of other goods and services that are 
required to build aircraft, for example. Those are the indirect jobs 
that are created in the supply industries. 

Induced employment is the employment created by the spending 
of the employees, both in the direct and indirect areas. In other 
words, if you have a skilled machinist working for Boeing in Seat- 
tle, the spending that that employee does for cars, for education, 
for housing, for food, all create employment. And, as a result, he or 
she is inducing employment in the rest of the economy. ________ 

Focusing specifically on direct and indirect employment, which 
has been the focus of this debate up to now, there are significant 
differences between the total amount of jobs created. Military 
spending tends to create fewer jobs than other industries in direct 
and indirect employment- My belief is that this occurs primarily 
because the defense industry is what I would refer to as a craft in- 
dustry as opposed to — many people believe military spending is 
capital intensive. I believe there are few incentives for defense con- 
tractors to expand investment and to make their production proc- 
ess more efficient. _ __ 

In fact, there are some very substantial incentives to increase 
costs; and, as a result, there is no particular reason why a defense 
manufacturer will want to make his production process more effi- 




cieht. _ And, as a result^ there is very little new investment that 
occurs in the defense, industry; 

Indeed, there are incentive^ to carry a very substantial amount 
of overhead costs both in terms of design engineers, people who are 
able to put together proposals for the Defense Department — and, as 
a result, that overhead cost, that substantial cost for labor, is the 
defining characteristic of the defense industry.- 

The question here is one of the cost of the labor versus the cost 
of the capital equipment. I think clearly, the defense industry is a 
labor-intensive industry just in f erms of the amount of money 
spent on labor. The amount of money spent rn labor is high. But 
the salaries that are paid are higher than yoa find in other indus- 
tries in the economy. The amount of people directly employed is 
smaller. The example I would like to give here is that of the mis- 
sile industry. It is the most dramatic example. 

There are defense ind ustr ies that a re c 1 oser to the average in the 
economy: But to give an indicatiori'of the breakdown in the defense 
industry between professional and technical workers and just one 
other category, operatives, the machine operators — they are the 
semiskilled workers as opposed to craft workers — you see a dramat- 
ic difference. ....... 

In the missile industry, about 56 percent of employment is in the 
professional and technical categories, which includes engineers. In 
the economy as a whole, only 9 percent of a manufacturing firm on 
i he average is made up of professional and technical workers. I 
think the difference is rather stark— 56 percent versus 9 percent, 

In the operative area, there is alsc a very stark distinction. In all 
manufacturing^ the bulk of the jobs created in that category, 43 
percent of the employment comes in the operative category. Where- 
as, in the missile industry, only about il percent of the em ploy - 
m e nt is created in the ope rative area. 

So. what you see is an industry that is highly oriented toward 
professional arid technical workers, arid indeed as a result requires 
a significant amount of money, because the salaries for professional 
arid technical workers are significantly higher than operatives; 
and, as a result, in this direct and indirect comparison we tend to 
create fewer jobs than jn other industries. 

Just a side note here, if we expand military spending, and if the 
spending is going to procurement, and if we are spending an awful 
lot in missiles and in aircraft, the query is: How are all these in- 
dustries going to be able to garner the amount of professional and 
technical employees they need without squeezing out some of the 
requirements of the civilian sector here? . .. 1 

I think there is a big issue as to whether or not we will have an 
ample supply of engineers and scientists to man the factories, both 
in 'the civilian and defense sectors of the economy. And, indeed, 
this is an area where it is a lot harder to add new capacity. If you 
need new capacity in a semiconductor plant* you can go out and 
purchase new capital equipment. It is much harder to expand the 
supply of scientists and engineers in the short run because if is a 
^training process that requires a few years of work at the universi- 
ty. V 

That concludes the summary of the work we performed at -the 
council and I await any questions you may have. 



[Testimony resumes on p. 62.] _ 

[The prepared statement of Mr. DeGrasse follows:] 



Prepared Statement of Robert W; DeGrasse, Jr: 

MILITARY SPEEDING: STIMULANT OH IMPEDIMENT? 
By Robert W. DeGrasse Jr.* 

..•our research suggests Chat [military expenditures! are beneficial 
ir. the long term to the civilian economy, since much of the additional 
spending promotes domestic production In our most capital and tech- 
nology intensive sectors. 

Secretary of Defense Harold Brown, 
testimony before the Q.5* Senate 
Budget Committee. February 27, i960 

I. INTRODUCTION' 

Munerou^ advocates of higher military budgets have long asserted that Pentagon 
spending Is a wood w.iy to stimulate the economy. Government officials and industry 
leaders promoted this theory during key debates over defense policy during the 1950s 
and 1960s. | X ] More recently. Secretaries of Defense Harold Brown and Caspar 
Weinberger have made similar claims. [2] 

This position departs, however, from the historical main stream of economic 
thought. Military spending has been generally viewed as an impediment to economic 
progress. Since soldiers and arms producers do not create goods and services that 
can be consumed by others, many economists see arms Spending as subtracting from a 
nation's total resources. If the "dead weight" of military spending becomes too 
great, it is assumed that an economy will sufferi The first economist, Adam Smith, 
presented this position in his famous book, The Wealth of Nations : 



* Author of Military Expansion, Economic Decline (Council oh Economic _ Priori ties , 
1981). from which this paper_waa adapted_.___He_gratefully acknowledges the 
research assistance of Elizabeth McCuinness • and William Ragen. 



11 



tlihe.whole army and navy, are unproductive IaBourera. They. are the 

servants of the public, and are malntalned.by . a part. of theannual 

produce of the industry 6f other people.,. Thelr_serylce ,. how honorable , 
how useful, or how hecessary.soeyer, .produces nothing for which an 
equal quantity of services can afterwards be procured. [3J 

That traditional view was widely held in the United Stat-s before World War 
II. Even after the war, government of flclala voiced concern aBout the uritowatd 
economic effects of higher military spending. Presidents Truman and Elaenhower, for 
example, both cited economic dangera as a factor in their dev iona to limit anna 
spending Increases. [4] 

Despite the traditional view, the economic prosperity created By World War II 
left a deep impression on the American people. Before the war, the United Statea 
was cured in the Creat Depression. Unemployment, which had been aa high as 24.9 
percent In 1933. still Averaged 14.6 percent In 1940. During the war. unemployment 
dropped rapidly. In 1942 it averaged 4.7 percent and in 1944 unemployment reached a 
wartime low of 1.2 percent. [5j A* a result, the ISagel of "Roaie the riveter" and 
America as the "arsenal of democracy" atayed with Americana long after the Second 
World War was over. 

While those memories still enhance aupport for heavy military spending, there 
has been little assessment of the effect that high iras expendlturea have had on 
the U.S. economy during the C6Id War. Did high levela of military apendlng reault 
In better economic performance? Or haa military apendlng c6ntr!Biitea to our preaent 
economic problems? The Council 6n Economic Prlorltlea haa examined these questions 
during the past two yeara in the context of our nation's current economic diffi- 
culties . 
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1 1 . CURRENT 



-sis 



Since World War II, Americans Have cooe to expect that our standard of living 
would Increase Indefinitely. During the 1950s and especially the 1960s, the future 
promised greatt-r opportunity and prosperity" even though ve already enjoyed the 
world's highest per capita income. In the 1970s, howevei , the "American dream" 
began to crumble under the weight of an economy plagued by inflation, unemployment 
and slow growth. 

"Stagflation" during the 1970s eroded the yearly in-rmi*- * *- e al Income that 
Americans had come to expect. From 1960 to 1973. the yearly Increase in per capita 
disposable personal income averaged 2.8 percent after accounting for inflation, 
between 1973 and 1981, however, the average Increase was only 1.6 percent. Prod- 
uction and non-supervisory workers fared worse. Instead of increasing, their hourly 
earnings actually fell 1.6 percent a year, between 1973 and 1980, after rising 1^5 
percent a year from I960 to 1973. I6j 

During the past decade, unemployment has continued Its post-World War II 
trend — remaining at a higher level after each recession than It was prior to the 
downturn. In December 1982, unemployment reached a level unmatched since the Great 
Depression — 10.8 percent. [71 Few economists expect It to fall below 9 percent 
until 1984, Even though unemployment In other Industrial nations also rose after 
the oil crisis, America's unemployment rate remained higher than most. [8J 

Economic growth In the Orilted States has also been sluggish. America's 
average Inflation-adjusted rate of growth in gross domestic product (GDP)* since 



* Gross domestic product (GDP) is preferred to gross national product (GNP) for 
International comparisons. 
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I960 ranks 13 among 17 major hori-comauniat nationa. l9| As a result of atronger 
economic growth, eight European nationa aurpassed America'a atandird 5f living 6y 
I960, «a meaaured by the level of GDP per capita. llOi Throughout moat of the 1970s, 
Switzerland, Denmark and Sweden all enjoyed a higher level of GDP per capita. By 
the end of Che decade Germany, Norway, Belgium, the Netherlar.da and France also 
passed the United Statea. 

A growing number of econooista place a large meaaure of blame for our economic 
pr66l§Ss on the declining competitiveneas oi U.S. manufactured goods in both foreign 
and domestic markets. "U.S. industry's loss °* competltlveneaa over the past 
two decadea haa been nothing short of an economic disaster and goea a long way 
toward explaining the shrinking standard of living," explained BGalneaa Week In a 
special issue entitled the "Relndus trlalliation of America." [11] During the past 
decade. American manufacture™ have lost almoat a quarter .of their share of the 
international market and about three percent of their ahare of domestic manufacturing 
sales. Theae decHhea cost the American economy some SI 25 billion in loat produc- 
tion and at least 2 million industrial Jobs. The nation's 7 reduced manufacturing 
competitiveness occurred even after a 40 percent devaluation of the dollar during 
the 1970s that made foreign gooda more expensive, and American gooda cheaper , in 
the international market. [\2\ 

At the aame time American manufacturers were losing ground to foreign competi- 
tion, the rising coat of imported oil and other raw materiala made the expansion of 
exporta an argent task. Before the mid-1970a, America's poaitive balance of trade 
in manufactured goods always exceeded any negative Salance In fuels and crude 
materiala. But since the oil criaic began, net exporta of manufactured gooda have 
offaet the increaaingly negative balance in raw materiala during only one year, 
1975 (Table 1). 
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The balance of trade in manufactured goods alone was negative In two of the 
nine years between 1973 and 198 i . In the other years, exports of manufactured 
goods were less than 20 percent greater than laports of such goods (Chart IK 
By v pjrlson, during the 1960s, such exports were over 30 percent greater than 
tapoits In all but the last two years of that decade. 

These statistics Indicate a serious relative deterioration of U.S. manufac- 
turing competence. As the most advanced Industrial nation In the world during most 
of the last three decades, a wealth of skilled labor, capital and advanced tech- 
nology should have enabled American firms to produce quality goods at competitive 
prices. Thin, however, did not occur. Japanese and European manufacturers % are 
capturing larger and larger shares of U.S. domestic markets, and are displacing 
American goods in markets abroad. 

The explosion In energy prices significantly contributed to the problems 
facing U.S. manufacturers by making energy-intensive production techniques more 
expensive, and thus, U*ss competitive. In addition, manufacturers were forced to 
use resources, such as engineers and Investment capital, to increase energy- 
efficiency. As a result, product development and Improvement suffered. The energy 
crisis, however, Is not the only reason for the lagging fortunes of America's 
manufacturing Industries. A steep decline In the ratio of manufactured exports to 
imports began in the mid-1960s , years before the dramatic rise in oil prices in 
1973 (Chart 1). Moreover, other advanced industrial nations were able to offset 
Increased energy prices by expanding the export of manufactured a oods. (131 

„ A variety of other factors has been cited to explain the declining competitive- 
ness of U.S. manu. acturers . Some observers believe that increased social spending 
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and expanded government regulations have reduced the amount of new Investments made 
by American firms; 114] Others have algued that lower labor costs have provided our 
competitors with a key advantage. [15] More recently, some analysts have pointed to 
shortsighted management techniques employed by major American firms ;*S a reason for 
our decline. tl6] Still others have suggested that Industrialization In the United 
States has proceeded sufficiently to exhaust most of the profitable opportunities In 
5Id-IIhe Industries, such as autos and steel. 117] Only a few analysts have examined 
the possibility that military spending has been a major contributor to declining 
fortunes in the manufacturing sector. 118] 

Our study concentrated on examining the last thesis. Although hot the only 
reason for bur economic woes, arms expenditures employed key resources, such as 
engineers and investment capital, that might have beer, used to modernize U.S. 
manufacturing industries. While America's manufacturing firms were becoming less 
competitive, the United States spent more on anas than all of our NATO (North 
Atlantic Treaty Organization) allies combined . Even after adjusting for the relative 
size of each economy. America's military burden was by far the heaviest among major 
industrialized nations (Chart 2). Over the past C wb decades, America spent 35 
percent more of its GOP on the raTIItary than did the United Kingdom, which had the 
second largest military burden. At the other extreme, in relative terms, Japan 
spent oily about one-seventh as much ao did the United States. 

III. STAT ISTICAL ANALYSIS 

We explored the assertion that military spending has contributed t6 America's 
declining competitiveness by comparing the national economic performance of 17 major 
non-communist, industrial countries over the past t*o decades, We though that 
patterns in the performance of these industrial nations might help explain why some 
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were more successful than others. 

Our analysis was performed In three parts. First, we Identified factors that 
were associated with better economic performance. in particular, we tested the 
hypothesis that greater investment and faster productivity growth resulted In 
stronger economic growth and less unemployment and Inflation. Second, we examined 
the hypotheals that among comparable nations, those with heavier military burdens 
suffered poorer economic performance. We also examined four competing hypotheses 
drawn from the current economic literature: 

1. Greater government spending reduced Investment and performance. 

2. Higher labor costs decreased the competitiveness of. American 
manufactured gooda. 

3. The baby boon of the 1950s slowed the growth of capital per 
worker in U.S. manufacturing. 

4* More heavily. industrialized nations tended to grow slower than 
less Industrialized ones. 

Finally, we examined the relationships among the various factors that might have 
Inhibited performance to see If any of our results could be explained by disguised 
correlations. * 

Three factors were considered In choosing countries for our study. Each fil- 
tered out differences among nations that could have invalidated our results. First, 
we excluded those nations In which market mechanisms do not largely determine the 
distribution of economic resources. Second, we excluded nations .that do not have 
lsrge snd diverse Industrial capabilities. Third, we excluded nstldns for which we 
could not obtain data consistent with the majority of other countries In the study.' 
The nations meeting all three criteria were: Australia, Austria, Belgium, Canada, 
Denmark, Finland, France, West Germany, Italy, Japan, the Netherlands, New Zealand, 
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Norway; Sweden. Switzerland, Che United Kingdom, and the United States. From the 
outset, we recognize that our" saaple contains nations with significant differences 
in social customs and economic history. These differences do not invalidate the 
study if our findings are interpreted carefully. 

We averaged a variety of economic indicators for each of the 17 countries 
over the period 1960 to 1980. The data were also divided In two sub-periods (1960 
to 1973 and 1973 to 1980) to detect any changes likely to be caused by either 
expanding energy prices or by lower levels of military spending after the Vietnam 
"war. 

Three statistical tests were used to detect associations between variables. 
First we used simple rank order correlations to catch basic relationships. Then we 
excluded individual nations, like Japan and the United States, to see whether any 
one country was primarily responsible for the correlations we found. Finally, we 
performed multiple regressions on the data to determine which variable, or combina- 
tion of variables, best explained the trends. The results of those teats suggest 
that the relationships discussed below do indeed exist. However, it is important 
to bear in mind that statistical analyses only Indicate that relationships exist, 
they do not explain why such relationships occur: 

A. Reasons for Economic Success . From the outset, we postulated that a large 
measure of America's decline has resulted from the failure of U.S. manufacturers 
to keep pace with the rapid growth in productivity Maintained by Western European 
and Japanese firms during the past two decades (Chart 3). Between I960 and the oil 
price shock in 1973. manufacturing productivity growth in most European nations 
(except the United Kingdom) averaged twice the U.S. rate. Japan's growth rate was 
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more than' three times higher than America's. Even after the oil crunch depressed 
economic growth In most of the Indus trlallred world, many European countries and 
Japan still maintained productivity growth rates two to three times higher than 
the 0;s. rate. 

Faster growth In output per worker has provided other countries with a sig- 
nificant advantage: They could decrease the price of their goods or offset inflation 
more easily than could American firms. Ever alnce Ell Whitney discovered that 
XhterchaRgable parts made the production and repair of rifles cheaper, the genius of 
U.S. Industry has been Its ability to reduce the cost of manufactured goods — 
making them affordable for most people. Long before the majority of Europeans could 
buy automobiles. Henry Ford's assembly line produced Model T's affordable to the 
average American worker. Ford's concept was copied and vastly Improved upon by 
firms In a wide variety of industries throughout the world. Each refinement has 
been aimed at reducing costs to capture a larger market share. For decades, U.S. 
firms were unmatched In their manufacturing efficiency. Yet today, many European 
companies have closed the gap and are now beating us at our own game. 

In bur analysis, then, we looked to see if nations with faster increases in 
productivity enjoyed better economic performance during the last two decades. Our 
statistical tests Indicate that productivity growth was closely .associated with 
real economic growth before 1973, although this relationship deteriorates after 
the dramatic rise In oil prices. We also found that nations with higher growth 
In manufacturing productivity tended to have lower unemployment. The probable 
link here is that increased productivity lowers costs and expands the demand for 
a product, increasing production and employment. Surprisingly, this relationship 
Is stronger after the oil crisis began than It was during the 1960s. Both of these 
findings underline the importance of a strong manufacturing sector to the overall 
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petformance of a nation' a erunomy. 

Why have other nations been able to" siistalri higher productivity growth? 
increased SiHiiFactuf Ing efficiency can be attained by a number of methods, the most 
important belr.g: 1) replacing older machines with more sophisticated equipment; 2) 
expanding factory size t6 take advantage of economies of scale; 3) Increasing the 
skill and competence of the work force; A) adopting more efficient methods For using 
people and machines; 5) replacing expensive materials with cheaper substitutes; and 
6) developing new. more attractive products. Four of these methods — expanding s 
factory, purchasing new production equipment, substituting materials and creating 
Hew pr6ducts — require additional Investment. In other words, without available 
Investment capital Important ways to attain productivity growth are cut off. 

Our statistical analysis suggests that Investment has been a key factor In 
productivity growth. Before the oil crisis, productivity growth tended to be faster 
In hatiSns with higher Investment levels. The United States ranked last in produc- 
tivity growth between 1960 and 1973 and also last In both the share of CDP devoted 
to new fixed investment and the growth In total manufacturing capital during that 
period (Charts * and 5). After the onset of the energy crisis, however, our 
statistical evidence does not Indicate that higher Investment resulted In faster 
productivity growth. 

New Investment also seems to have stimulated economic growth and reduced 
unemployment. Nations with a larger share of CDP devoted :o investment and/or 
higher growth In total manufacturing capital also tended to have faster real 
growth in COP. This telatlonshlp remained strong even after the oil crisis Began. 
Furthermore, nations that Invested more heavily experienced less unemployment. 
U'hlle this link between Investment and lower unemployment Is strong prior to the 
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oil crisis. It disappears af-.er 1973. 
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Initially, we were confused by the differences ir. our findings/for the periods 
before and after the oil crisis. We were puzzled to find Chat after 1973, produc- 
tivity growth did not correlate with investment. Upon reflection, however, these 
results might be explained by two factors. First; the dramatic boost In oil prices, 
which made a numSer of production techniques unprofitable, forced Par.y firot. 
to increase their energy-efficiency. Bur hew Investments In energy-efficient plant* 
and equipment did not necessarily lncr-ase labor efficiency. Second, firms in 
nations thai had more energy-ef f ici <;r.t capital equipment prioi to the oil crisis 
probably did r.nt have to invest as heavily to increase labor productivity as did 
companies in countries with less enerpv-pf f icient equipment. For example, in North 
America energy prices were controlled during the 1960s, reducing the heed for 
energy-efficient equipment in that period. Thus, even though Canada Invested 
heavily after the oil crisis began, that country experienced the lowest level of 
productivity growth among the nations we studisd. On the other hand, in northern 
Europe, where energv prices were high duri.ig the 1960s, Belgium, Denmark, and the 
Netherlands all had high productivity jwth afte: 197!] even though their Invest- 
ments were low. 

After energy prices rose dramatically, nations with either higher investment 
or faster productivity growth generally experienced better economic performance. 
Countries like Canada, which had higher Investment after the energy crisis began, 
tendej to have better economic growth. Nations in northern Euroe, which had larger 
productivity Increases usually enjoyed lower unemployment. Horeruer, nations, such 
as Japan and France, which had both higher investment and greater productivity 
Increases, had faster overall growth and lower unemployment. Nations such as the 
United States md the United Kingdom, which had low Investment and low produc- 
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tlvlty growth, Buffered Hum ilow growth and high unemployment. 

Inflation was the only performance measure that did not correlate with either 
investment or productivity growth. While Increases In a nation's inflation rate 
can be particularly detrimental to investment, we found no cross-tiitional association 
between hlghei inflation and lower Investment. Indeed, while Americans invested 
less compared with most other indust r irlized nations, the United States enjoyed one 
uf ihe lowejt Inflation rates, ever after the energy crisis began. [19] Another 
unexpected finding was that lower unemployment did not correlate with higher 
ec r.othlc growth. That overturned 6Cr expectation that nation's experiencing faster 
growth would tend to enjoy lower unemployment. 

In summary, the measures of Investment we used were strongly associated with 
economic growth In each of the data periods we tested. Investment was also linked 
to productivity growth and lower unemployment^ except after the oil crisis. Iron- 
ically, while the association between productivity growth and economic growth 
disappeared in the post-oil crisis data, the link between higher productivity growth 
and lower unemployment became stronger In that period. Inflation was not linked 
with Investment or productivity growth, and higher economic growth was not associ- 
ated 'Jlth lower unemployment. 

B. Reasons for Poorer Pe rf ormarice . Having Broadly sketched in the hallmarks of 
economic success, we look In this section for economic pitfalls that may cause poor 
performance. In particular, why were investment and productivity growth lower in 
some nations than In others? To help answer this question, we analyzed five dif- 
ferent factors that might explain poorer economic performance: the civilian govern- 
ment burden; labor costs; growth In the labor force; Industrial maturity; and the 
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military burden. 

-t. Growth In Civilian Cov e r r -m enE : Examining croas-natlonai data on government 
Bpend'.ng. we found virtually no evidence For the often-repeated claim that govern- 
ment social programs, particularly transfer paymenta, have contributed to America's 
declining competitiveness. The burdens imposed oh moat weatern European nations by 
non-mllltafy government expendlturea far exceed the burden they Impose on the United 
States (Chart 6). The United Statea ranked 13 among 17 industrial nations In the 
share bt CDP consumed by civilian government. America also ranked second to laat 
aj>ong 14 natlor.a In the share of CDP transferred by the government from one group 
to another through programs auch aa aoclal security. [20J 

Our atatlstlcal tests did not uncover sny slgnlflcsnt evidence that relative 
levels of civilian government spending or tranafer payment a had sny relationship 
to economic performance among advanced Industrial natlona. Of the numeroua compari- 
sons between aoclal spending and meaaurea of economic performance over three time 
periods, none showed any strong negative aasoclatlon. On the contrary, some evi- 
dence Indicates government spending actually improves nations! economic performance^ 
[2lj Government expenditures that Improve the •.Gnomic Infrastructure, such as 
roads t bridges and mass transit, aeem to enhance economic growth. 

2. Higher Labor Costs : Although some believe that cheap labor explains the 
success of our Industrial competitors, pay increases abroad have rendered this 
argvment obsolete. Low wages helped some countries during the 1960s; but by the 
mid-1970s, European manufacturing labor costs had caught up to American costs. By 
1 975,. Belgium, Sweden and the Netherlands surpassed America's absolute level of 
compensation per hour In manufacturing (Table 2). By 1980, compensation id workers 
in West Germany also exceeded America's. France, Canada and Italy are close 
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behind. j«ipan, Kuw«*v«*j , continues to have lower labor costs than other Industrie 
nat Ions . 

We □ Id find weak evidence, limited to the 1960b, that nations with higher 
manufacturing labor costs corresponded to those with three areas of lower growth — 
in productivity, total manufacturing capital and overall GDP. Yet as compensation 
rates among nations converged during the 1970b, these associations disappeared, 
More Importantly ,^we found Btrong evidence that nations with higher labor costs 
offset this disadvantage by maintaining higher output per employee. This was 
particularly t^ue for the United States, which had high labor costs and the highest 
level of output per employed person throughout the entire period (Table 3). 

Higher productivity growth abroad seems to have helped close the wage gap 
between American workers arid their foreign counterparts. Besides allowing firms to 
expand their markets by decreasing the prices; of their products, growth In output 
per employee also brings worker demands for a share of the rewards, tabor unions 
throughout the world have often tied wage demands to productivity growth. Thus 
It comes as no surprise that our statistical analysis uncovered a strong positive 
relationship between productivity growth and labor cost Increases. Compensation 
increases were also linked"' to the Inflation rate; however, It Is still not clear 
if labor cost Increases trigger Inflation or if higher prices encourage higher 
wage demands. 

3. Booming" Labo r Fo rce- ; We do not dispute that the expansion of America's work 
forCK during the past few years has combined with sluggish growth of Investment to 
result In slower growth of the overaJJ. capital to libor ratio. |22J To use this 
face to explain why our manufacturing productivity growth and international competi- 
tiveness have declined during , the past decade, however^- would be erroneous since 
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inoSt of the new John eii'n'cd in our economy were In the service sector. 1 2 A J 

in the manufacturing sector, employment actually grew more slowly during the 
lilt few years than it did between 1960 and 1973. At the same time, growth in total 
manufacturing capital remained relatively stable, thus, the growth in the ratio of 
capital to labor was higher during the present period than in the earlier period 
(Table <*) . While growth in the capital to labor ratio declined in the service 
sector, this reduction would hot explain cfte problems in the manufacturing sector. 
Thus, we cannot blame the decline in manufacturing merely on surges In the number 
of workers — neither thai created by the baby boom generation nor by women who 
have recently entered the workforce in large numbers. 

U. More Industrialized Nations Grow More Slowly : Another factor that might 
explain Lhe differences in economic performance among the nations we studied is 
their relative Industrial maturity. It seems likely that countries with more 
developed economies would tend to have fewer opportunities for growth than less 
industrialized nations. For example, nations that =an vastly improve their produc- 
tion technology by borrowing from more developed nations will grow faster. Also, 
nations that can shift a large number of people from the agricultural sector to 
the Industrial sector will experience a boost in output. While the differences 
in economic maturity among the Industrial nations we studied are harrow, the dis- 
tinctions are still Important. 

To determine whether industrial maturity was a key factor in economic performance 
we used two measures of Industrialization to compare nations: average output per 
employed person (productivity) and the share of GDP accounted for by agricultural 
production* We would expect that nations with lower output per employee would grow 
more quickly by investing in production technology already employed elsewhere. We 
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also assumed chat, nations with a larger agricultural sector relative to GDP had a 
greater number of Industrial opportunities to develop. By both of these measures, 
the United States ranks close to the top on the Industrial maturity scale. America 
has had the highest level of output per employee over the last three decades (Table 
A) and the second lowest share of GDP accounted for by agriculture (Chart 7). 

While we found no evidence that the relative level of GDP per employee influenced 
growth and Investment, nations with a larger agricultural component of GDP tended to 
perform better. Prior to the oil crisis, nations with larger agricultural sectors 
generally had higher Investment plus faster economic and productivity growth. After 
1973, the relationship between nations with a larger agricultural sector arid faster 
economic and productivity growth disappears; however, the positive association 
Between a large agricultural sector and a higher investment rate remains. We also 
found weak evidence that nations with lower output per employee had lower unemploy- 
ment after the oil crisis. 

One Interesting finding was that the less industrialized nations in our study 
tended to experience higher inflation. This result was not unexpected because price 
increases are generally greater during periods of higher growth* However, It does 
help clarify why a higher inflation rate does not seem to indicate poorer economic 
performance cross-nationally. 

In conclusion, our tests suggest that America's industrial maturity may be a 
major explanation for our relatively poorer economic performance, particularly prior 
to the energy crisis. 

3. High Cost of the Military Burden : Our hypothesis Is that a nation which 
spends a larger share of GDP on weapons and soldiers than other nations Is likely 
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to experience less Invent men t and poorer productivity growth." As a result, the 
competitiveness of a nation's manufacrured goods nay be eroded by a heavy military 
burden. Arms production diverts engineers and scientists from civilian projects. 
Some have suggested that building weapons attracts some of the brightest people 
within those fields because of the challenges and complexity of the work. (24) Even 
If It only attracts those of average ability, arras production probably reduces the 
number of highly skilled people working directly to Increase the productivity and 
competitiveness of a nation's manufacturing sector. 

A heavy military burden also tends to '"crowd out" civilian Investment, parti- 
cularly when the economy Is functioning close to peak capacity, as It waa during 
•the Vietnam War. When most 6F an economy's resource s are fully employed, higher 
spending by the governner.t reduces Investment, no matter how the spending Is paid 
for. If a government Imposes higher taxes, Individuals tend to reduce the amount 
they save ana corporations have less revenue to Invest. If the government borrows 
to cover military spending, Increased competition for money may also reduce Invest- 
ment. Finally, If the government prlrita new money to pay for the armed forces, it 
creates the classic Inflationary condition: too many dollars chasing too few goods." 
Inflation can reduce the Incentive to invest. 

Cross-national comparisons generally support our hypothesis. When we compared 
the share of output devoted to Investment with the share spent on the military in 17 
industrial nations, ue found that those nations with a lar S er military burden tended 
to invest less (Chart 8). A negative correlation also exists between military 
expenditures and the gr6wth In total manufacturing capital. Neither of these 
relationships deteriorated during the energy crisis. 

Nations carrying heavier military burdens also tended to have lower productivity 
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Growth. While we found strong evidence that military spending reduced productivity 
^ro w th prior to 1973, our cross-national analysis did not yield Similar evidence for 
the period after the oil crisis began. This finding may be explained by the fact 
that virtually every nation we studied had a lover military burden after 1973. It 
^ight also be the result of the increasingly complex nature of productivity growth 
After the oil crisis. We cannot be sure. 

We also found weak evidence that higher military spending correlates with 
lower real economic, growth. We suspect that the relationship between investment 
And real economic growth is at work here. For while it is weak, the negative 
*eX«t ibhsplp between the military burden and economic growth does not deteriorate 
^urinR the 1970s. 

two Indicators of economic performance, unemployment and inflation, were not 
Associated with military spending. Given the significance of the negative aasoci- 
*ti°n between military spending and investment, and the tendency of natipns with 
lower investment to have higher unemployment, we expected to find that nations with 
Higher military spending had higher unemployment. However, this relationship did 
^bt appear- Since it seems likely that, in the long run, high military spending 
leads to poorer performance, this link may be disguised by other factors. We also 
<Ud not find a correlation between inflation and military spending. We were not 
Surprised by this finding, however, given the lack of significant relationships 
between the inflation rate and other measures of economic performance. 

Overall, our evidence suggests that military spending has hurt America's 
Economic performance, particularly in the period prior to 1973. 
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C. Relational., )i Among Factors Affecting Performance . There were three findings In 
our cross-hatlbhal analysis that we thought might be Influenced by disguised rela- 
tionships. First, we examined the possibility that the negative relationship 
between military spending arid economic performance might be explained by the fact 
that more industrialized nations grow more slowly. Second, we analyzed factors that 
might explain why civilian government spending did hot correlate with poorer eco- 
nomic performsnce, even though military government spending did. Finally, we looked 
for reasons why military spending did not seem to reduce personal consumption 
cross-hat lorially. 

The strong correlation between countries with a heavier military burden and 
a smaller share of GDP accounted for by agriculture raises a critical question: 
What was the key fsctor In poorer economic performsnce, economic maturity or 
military spending? Some radical economists have suggested that maturity is the 
basic problem. In their view, military expenditures are greater In mature capital- 
ist economies because arms production creates both Investment opportunities and 
demand for goods and services at a time when the overall economy is stagnating. 
They argue that military expenditures are wore politically acceptable than civilian 
programs because the Pentagon does not compete with private Industries. Moreover, 
they believe that large military es tabiiahments help protect and expand the range 
of Investment opportunities and markets for goods around the globe. [25] This line 
of reasoning would seem to suggest that military spending indeed bolsters ecohoSic 
performance during a period of stagnation. t 

While this Is an intriguing suggestion, it is just as likely that the negative 
impacts of military spending and industrial maturity work in concert. Mature 
nations may find arms expenditures attractive for a variety of reasons; however, as 
a nation becomes more economically dependent on military spending, efficiency and 
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ingenuity seem to decline* Engineers working on military projects be coo- accustomed 
to ah environment where cost is not the central concern. 1 26 J Moreover, defense 
dependency can discourage risk-taking by providing a stable source of revenues* [27J 
Combined with the diversion of resources entailed by annn spending, these factors 
probably contribute to economic decline. Our regression tests generally support 
this second approach: the military burden was negatively associated with economic 
performance after adjusting for the maturity level* 

The second issue we explored could be seen as a major contradiction within 
our findings: Military expenditures correlate with poorer economic performance but 
civilian government expenditures do not. Two factors could explain this apparent 
contradiction. 

First, civilian government spending may act as an Important prerequisite 
lor private Investment. A large portion of civilian government funds are used to 
build and maintain the public infrastructure, including roads, schools and sewers. 
Far from being a hindrance, expenditures for transportation, education and sani- 
tation lay the groundwork for a successful economy. It is fruitless to start a new 
business If there are not enough skilled workers; or If the transportation network 
Is Inadequate to bring materials and workers to and from the factory on time; or if 
there are ho public utilities to provide electricity, water, and sewage treatment. 
While our cross-national data did not indicate that civilian government expenditures 
.lid economic performance, this reasoning could explain why, on balance, civilian 
government expenditures do not hinder progress. - 

Another reason for the different impacts of civilian and military government 
spending may lie in the nature of civilian programs. Civilian spending is often a 
direct substitute for private consumption spending. For example, in countries that 
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decide Chat Che government should pay for health care, personal medical expendi- 
tures will probably be lower. The same is true in the esse of government-subsidized 
education,' transportation, day care, Hbrsrles, and recreation^ Moreover, tax 
" systems tend to enforce this "tradeoff." Indeed, among the nations we studied, 
those that had higher levels of civilian government consumption usually had lower 
levels of personsl consumption. This link was strong, particularly in the post-oil 
crisis data. 

One additional finding that required review was the lack, of correlation 
we found between the shsre of GDP spent oh the military and the share spent on 
personal consumption. We might expect s negative relationship between these 

factors for two reasons. Firs t , nations that devote s larger share of GDP to the 

- - . . . . _ . _. 

military £y definition spend less on some combination of the other three components 

of GDP: consumption, investment snd civil government. Second, prior research on 

this .subject Indicates that both investuent and consumption would be reduced by 

militsry spending. L 2B j The Americsn experience since 1947 supports this view as 

well. During limes of higher military spending, consumption and investment seem to 

have suffered proportionately during the Cold War. [ 29 J Thus, we were somewhat 

confused by our finding. 

Given the apparent tradeoff between personal consumption and civil government 
consumption, we tested the possibility that countries carrying heavier military 
burdens sacrificed some combination of these two forms of consumption. However, 
we found no evidence for a negative relationship between military spending and 
"civil consumption." We were left to surmise that, cross-nationally, consumption 
is not necessarily reduced as much by higher military spending as is investment. 
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IV. DOES THE MILITARY ENHANCE TECHNOLOGY? 

Government officials, economises and scientists have also claimed that 
military spending encourages technological progress and results In civilian 
"spinoffs." If the benefits of mllltsry research offset the diversion of engineers 
and sclentista from civilian efforts, then there would be reason to doubt our 
central hypothesis. 

two broad arguments have been advanced to explain how military efforts enhance 
technology. In one, mllltsry demsnds sre seen ss a prod that continually encourages 
scientists and engineers to expand* the frontiers of knowledge. By setting higher 
performance standards thsn sre typically encountered, military projects are said to 
incresse the "atste of the srr.." 130) 

A second argument, viewing military spending as s source of demsnd for new 
products, typicslly runs this wsy : "By providing sn initial market arid premium 
price* for major advances, defense purchssers speeded their introduction into 
use.** 131) Transistors and integrated circuits sre good examples of innovations 
that benefited from defense purchases when the price vaa significantly higher thsn 
clvlllsn firms were willing to pay. Purchases of these goods for defense snd space 
applications allowed manufacturers to improve their products snd reduce costs by 
gslnlhg production experience » s phenomenon known in the field as "coming down the 
learning curve." 

The military's substantial funding for sdvanced weapons systems snd research 
snd development hss certs inly yielded some benefits. To be seen in perspective, 
however, positive effects must be weighed sgslnsc any negative influences srms 
programs may have on technological sdvsncement. At lesst three broad areas shoGId 
be considered. First, military-oriented resesrch snd production diverts scientists 
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and engineers From civilian puisulta. Aa a reault, we are left with fewer people to 
develop civilian technologies such aa consumer electronica, fuel-efficient cars, 
alternative energy syatems and maas transit. This drawback la particularly worrlaome 
when high technology resources are limited, as they are today. Competition between 
the Pentagon and private industry for highly skilled labor, key subcomponents and 
raw materlala can drive up the price of American high technology producta, making 
them less competitive In the world market. 

Second, military-oriented programs can distort a new technology by encouraging 
applications that are too sophiaticated to be marketed commercially. British and 
French experience with the Super-Sonic Tranaport (SST) program la one example of 
this problem. While the United States wisely choae not to develop a civilian SST, 
our European allies proved that the military 1 a pioneering reaearch on flying at 
supersonic speeds did not have widespread commercial application. Nuclear power, 
with Its unsolved safety problems and excessive coat, is another example. 

Finally, at the political level, we muat aasesa the implications of according 
the military significant control over aclence and technology policy. While many of 
our politicians. Including President Reagan, extoll the virtues of the free market, 
they still allow the Pentagon to control about a third of all public and private 
research and development fundi and to purchase over 10 percent of the durable 
manufactured goods produced In our economy. Theae expendlturea influence our 
technological and economic direction juat aa Japanese government policiea controlling 
trade, encouraging investment and subaldlslng reaearch Influence that nation's 
direction. Japan' a goal is economic growth; whereaa our government largely alma for 
technological superiority in armaments. 

A, Measuring the Military's Impact on Technology . Between 1960 and 1973, Defense 
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Department contracts for hardware averaged 16.9 percent of the durable manufactured 
goods sold in Che United States (Chart 9). Since then, hardware contracts have 
averaged 10.9 percent of durable manufactured goods production. Of the major hard 
goods purchased by the Pentagon over the past three decades, at least 70 percent 
have been components of high technology iyitems Such as aircraft, missiles and space 
systems, and electronics and communications equipment. [32] As a result, the mili- 
tary's share of Industry output in sectors such as aerospace, electronics and 
communications is considerably higher than for durable manufactured goods as s 
whole. Although the military's share of Industry output was declining during the 
1970s, the Defense Department's purchases have significantly Influenced the direc- 
tion of the high technology industries. Moreover, since .these statistics exclude 
production of nuclear weapons and that portion of the space program with direct 
military applications, these figures could understate the military's claim on total 
technological resources by as much as a quarter. 

The Pentagon further influenced technological development by funding 38.1 
percent of all public and private research and development (R&D) Between I960 
and 1973 (Chart 10). In the post-Vietnam period, this figure fell to 25.6 percent. 
Space-related R&D, at least 20 percent of which had direct military applications, 
[33] averaged another 11.8 percent of all R&D between 1960 and 1973. Since then, 
the space program has accounted for 7.2 percent of all public and private R&D. 

Military R&D has been the federal government's largest mechanism for influenc- 
ing technological growth. Defense Department R&D averaged 61.4 percent of all 
federal R&D between 1960 and 1973. Since then it has accounted for 52.7 percent. 
Space research accounted for another 16.7 percent before 1973 and 14.3 percent since 
then. 
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Becween weapons procurement and R&D, the Pentagon employs a substantial share 
o f our nation's technical personnel; Estimates of the percentage of scientists 
ar.d engineers engaged in Defense Department-sponsored projects range from 15 
Co SO percent, [34j While the higher estimates might have applied to the research 
and development during the 1950s and 1960s, chey could not have covered all produc- 
tion personnel as well. [ 3 5 I 

The most accurate data cooe from a National Science Foundation (NSF) survey 
conducted In 1978. [ 36 j NSF's data show chat in 1978, 16,2 percent of che nation's 
engineers and scientists (excluding psychologists and social scientists) worked on 
national defense as Lh«:ir oo^t Important task (Chart 11). Another 3.8 percent 
primarily worked on t»?*ce research. The Percentages are significantly higher for 
fields directly related to aerospace and electronics. For example, 60.2 percent of 
the aeronautical engineers and over 35 percent of electronics engineer* worked 
primarily on national defense. Since NSF's data were gathered for 1978, a year In 
which the sh,«re of GNT devoted to the military was at its lowest point since 19 50, 
there is good reason to believe that the average percentage of all scientists ar.d 
engineers Involved in Defense Department prograns over the past two decades Is 
significantly higher. 

The available data and estimates by other experts lead us to conclude that 25 
to 35 percent of America's scientists and engineers worked primarily on Pentagon 
projects during the 1960s. During the 1970s, this figure probably dropped to 
between \ r j and 25 percent. As a result of the current military buildup, this 
percentage Is likely to rise significantly during the 1980s. 

B. Costs and Benefits . If the economic benefits of devoting these technological 
resources to the military outweighed the costs, wc would expect to find that the 
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technological superiority enjoyed By American Industry during the 1960s would have 
been maintained or expanded. Since the Pentagon has "seeded* 4 our research labora- 
tories and purchased new products when they were too costly for civilian applications, 
American industry should have been in sn excellent position to commercial ire high 
technology goods. We would also expect that technological advancements resulting 
From our military effort would have enhanced the efficiency of our factories, 
leading to Increases in manufacturing productivity* Indeed, since America's support 
for military technology was only part of the largest R&D effort undertaken by a 
major industrial nation (except the Soviet Union) over the past two decades, there 
Is every reason to expect these results. Unfortunately, neither spinoff has occurred. 
Since I960, American high technology Industries have lost ground to the Japanese and 
the Western Europeans in the competition for Bhares of both the U.S. domestic and 
world-wide markets. Growth In the productivity of American manufacturers hss also 
fallen substantially. 

American firms have experienced some of their largest market-share reductions 
in industries that are heavily engaged in military contracting, including aircraft, 
electronics and mschlne tools* Although these Americsn high technology industries 
are growing » they are not keeping pace with competition from abroad in civilian 
markets. For example, Japanese firms hsve virtually taken over the commercial 
electronics market, Including televisional stereos, portable radios and cassette 
players, and newly-introduced video csssette recorders. In 1964, the Japanese did 
not export color television sets. By 1977, the Japanese captured 42 percent of the 
world market snd 37 percent of the American market for this product. [37] Japanese 
control over the video cassette recorder (VCR) market is even more one-sided. While 
the first video tape machines were produced in the United States for the television 
industry, the Japanese were the first to develop msrketable consumer version. They 
currently control virtually all sales of VCRs . 138] 
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More importantly, the Japanese are making a concerted effort to challenge 
American preeminence In semiconductors. Development and production of these small 
silicon chips, which represent the "state of the art" in electronics technology, was 
dominated by American manufacturers as recently as 1974. Yet since that time, 
Japanese firms have entered the competition to mass-produce an Important segment of 
this market, memory chips. In this quickly-changing field, the Japanese captured 40 
percent of the market for the last generation of memory chipa — 16K RAMs , random 
access memories that can store over 16,000 bita of information. In 1978, the 
Japanese Introduced the first reliable 64K RAM, repesehtlng a four-fold increase In 
the storage capacity over the 16K RAM. The Japanese currently control about 70 
percent of the world and 50 percent of the U.S. market in 64K RAMs and show every 
sign of becoming the industry leaders In this technology by being the first to 
tntioduce the next generation of memory chips: the 256K RAM. 1 39 j 

Similar deterioration of America's technological lead has occurred in machine 
tools and the emerging field of robotics. As' recently as 1967 » the United States 
accounted for 34 percent 6F the world production of machine cools. However, over 
the past decade. American firms have not kept pace with the growth of machine 
tool production in Western Europe. By 1981, U.S. manufacturers were responsible 
For only 19.5 percent of world output. Western European firms, led by the West 
Germans, now account for 34 percent of the total. MbJ 

American manuf acturera are also failing to keep pace in the development of 
new machine tool technologies. While computer controlled machine tools and robotics 
were American Innovations, helped along by Pentagon-sponaored programs, the Japanese 
now threaten to dominate the commercial application of these technologies during 
the next decade. Laat year , Japanese machine tool 6ullders accounted for over- 
50 percent of the sales of numerically-controlled machining centers in the 
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United States. Ul] This is a staggering invasion, considering Che face chat they 
accounted for only four percent of the U,S, market iri 1974." the aituation in 
robotics la Hardly more encouraging. Today, there are i,500 computer-programmable 
robots working in the United States, up from 200 in 1970. in Japanese factories, 
meanwhile, U ;000 robots have already been installed, accounting for 70 percent of 
the world total. I 42 j 

In the commercial airframe market the European consortium, Airbus Industrie, 
Is challenging Boeing for control of the world market for the new generation fuel- 
efficient jumbo-Jets. Lockheed has already dropped out of that commercial market 
and McDonnell Douglas* DC-10 program continues to suffer substantial losaes. 
Potentially more damaging to America'a aircraft induatry ia its failure to develop 
an entry to compete In the booming commuter airline market. The Congreasional 
Office of Technology Asaessment estimatea that by the year 2000, commuter airlines 
will order 6,000 new aircraft. Yet, In a pattern remlhlacerit of the U.S. auto 
Industry in the 1960s. American manufacturers including Beech, Cessna and Piper 
have failed to invest in the technology hecceasary to develop ah aircraft that 
can compete effectively in that market. Consequently, America'a commuter airlines 
are turning to Canadian, French and Brazilian firms to fill their needs. 1^3] $ 

America's declining pi-vJuctivity growth also auggeata that our technological 
progress has slowed. Aa dlscuased earlier, many factors influence productivity 
growth, two of the more Important paths to greater manufacturing efficiency are 
Improving production technology and creating more attractive products. Funding for 
research and development ahould thua have a positive Impact on productivity growth 
because new tools and new products are nurtured in our research laba. While tradi- 
tionally the relationship between R&D and productivity growth has been found by 
economists to Be quite aignif leant, recent evidence suggeats that the relationship 
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• has charged, 

Cross-xiatlbnal data comparing R&D expenditures are Indicative of this change. 
While American investment in R&D has been substantial, productivity growth has been 
weak. The United States has maintained the greatest number of R&D scientists and 
engineers ar.d the highest proportion of these researchers in the total labor 
force of any country except the Soviet Union. We spend more on R&D than France, 
West Germany; and Japan combined. (45] In addition, U.S. expenditures on R&D as a 
proportion of GNT were higher then four of the five other industrial countries for 
which data can be obtained — the United ' Kingdom , France, West Germany and Japan 
(Chart 12), The Soviet Union was again the exception. Yet in spite of this 
enormous R&D effort, U.S. productivity growth during the 1970s ranked second to 
I.-ist among those six nations. 

If we chart the share of national resources that the six nations devoted to 
military and space R&D, we find that as that factor increases productivity growth 
tends to decline (Chart 12), The Soviet Union, the United States and the United 
Kingdom are 't the top of the Hot In military-related R&D expenditures and at the 
bottom in productivity gruwth. It seems that while those nations have been locked 
in a technological arms race, Japan, West Germany and France have been concentrating 
on developing civilian technology that Increases manufacturing efficiency. 

One possible reason that military R&D does not seem to stimulate productivity 
growth is that only a small fraction vf America's military R&D is spent on basic 
research, technological exploration undertaken to expand the frontiers of science 
Is an important source of innovation. The Defense Department, however, has «pent 
only about three percent of its R&D funds for such purposes during the past t"0 
decades, [4b| While the Pentagon spent almost half of all federal R&D dolrars in 
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In 1980, three other federal agencies spent oore funds on basic research — 

the Department of Health and Human Services, Che National Science Foundation, and 

the National Aeronautics and Space Administration. [47] - 

Although data on the loss of .market shares and productivity growth are only 
suggestive, they cast doubt on the proposition that military spending helps tech- 
nology oore than It hinders It. We recognize that numerous factors Influence 
International competitiveness and production efficiency. Yec the trends of those 
data support the thesis that the negative effects of military spending on tech- 
nology outweigh the positive spinoffs. "The decline In productivity and Industrial 
standards In the U.S.," commented one Japanese observer, "is the best argument 
against the Idea that oore defence contracts are vital to maintaining 'atate of 
the art' efficiency. " \UB\ 

The reason that ollitary spending has probably slowed our technological 
progress seems clear: Using scientific and engineering talent to solve military 
problems Is *i Inefficient oeans of stimulating scientific or commercial advance— 
oent. Growth In scientific knowledge cooes most readily from basic research without 
the constraint of specific applications^ The development 6t new products, like 
fuel-ef f Iclent automobiles, alternative energy systeos and computer-controlled 
machine tools, Is most quickly accomplished by applying R&D talent directly. While 
ollitary programs sooetlmes provide a market for new products and occasionally 
result In a civilian spinoff, much of the effort expended to develop weapons systems, 
like laser-guided missiles and electronic jamming devices, does not help the civilian 
economy* As one of the founders of TRW Corporation, Simon Ramo, puts It: 

iTihe . fallout, [f rom__mllltary_ spending j has not been so great as to 
suggest that for every dollar of military technology expenditure we 
realize almost as much advance of the non-military fields as if we 
had spent it directly on civilian technology. Probably our relative 
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productivity Increases and our net rating in technology vis-a-vis 
other nations have on the- whole been hurt rather Cban_h&lpad_by_our 
heavier Involvement In military technology as compared with other 
nations. (49) 

The nature of military spending and the Pentagon's spending patterns heavily 
contribute to Inefficiency. Since the military stresses high performance over cost, 
technologic* developed for the military are often too expensive and complex for 
widespread civilian use. Evidence of this problem can be found In the difficulties 
that military contractors have experienced attempting to develop civilian products. 
For example, attempts to enter the mass transit market by Boeing Vertol (trolley 
cars), Rohr (subway cars) and Grumman (buses) all failed In part because their 
products were too complex and unreliable, Many of the technologies that do have 
civilian application, like radar and nuclear power, had to undergo significant 
redesign before they were commercially viable". 1 501 Military contracting also 
tends to £av6r larger firms that tend to be less Innovative and create fewer new 
jobs than smaller enterprises. l5ll Since the i950a\ about 80 percent of all 
military contracts (Including R&D ahd procurement) have gone to large firms. 152J 



V. CONCLUSION 

While numerous factors Influence economic performance, America's heavier 
military burden seems to have stifled Investment, and reduced our economic and 
productivity growth over the last few decades. During the 1950s and 1960s, higher 
arms expenditures in the United States probably allowed other Industrial nations to 
close the economic gap separating America from the rest of the world more quickly 
than If ve had spent less on the military. While more industrialized nations tend 
to grow more slowly, our economy probably would have performed significantly better 
If the United States had reallocated a portion of the resources used by the military. 
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For example. If the government had more heavily subsidized' the development 
*^<J repair of mass-transit systems in major metropolitan areas throughout the United 
^<it*s, we could have sustained and expanded the now-failing American mass-transit 
Vt5 HlcIe industry, reducing the need to import subway cars from Europe, Canada and 
J Sar. to fill the needs of New York, Boston and Philadelphia. If the government had 
5Per.t so much on high technology military products, the engineers doing military 
^tfc might have developed commercial electronics products to compete more effec- 
tively Vith the Japanese, bur highly skilled people might also have, worked oh 
^v e loplhg renewable energy resources. Moreover, we also could tiave used part of 
C *Vs "peace dividend" to assist sound economic progress in some of the world's 
PQ Qr£St nations, 153] thereby helping open up new markets for our goods and ser- 
V *^e£' Surely, given the wide array of possible alternatives, we would have found 
Pt ^duct i.ve jobs for the thousand? of engineers; scientists and skilled workers who 
binding weapons for the "electronic battlefield." 



Military spending also slowed economic performance during the 1970s. While 
rising cost of energy clearly damaged performance across the board in the 
^u^ trial world, military spending continued to draw away resources that could 

beer, u»ed to develop energy Self-sufficiency. Moreover, if more engineers and 
8 *^acer investment had been available to the private sector after 197,3, American 
^ifless" might have been able to offset part of the higher cost ofe^ergy by expand- 
^ exports of U.S. manufactured goods. 0 



u Increased arms expenditures during the Reagan administration -»could have che 
O kbo£lte effect or. the economy that they had during the Second World War. As the 
H 8e nal of democracy" during that war, America built Its industrial base while 

nations saw their industrial power consumed by the fires of war. Yet during 
^ next decade, if we increase arms expenditures in the United States while most 
0t H e r advanced hstions concentrate on expanding their industrial strength, we could 
b * left watching our economic health continue to slip away. . 
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Table I 



U.S. Merchandise Trade Balance By Commodity 6roop 

I960 - 1981 
(Millions of Dollars) 
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130 
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1971 + 
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1972* 
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-270 
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1977* 
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1980* 
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1981* 
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+ F,a:s, (free alongside ship) value of exports minus customs value of 
imports. 

*F:a:s: value of exports minus f,a.s. value of imports. 

Source^ EcoYtorriic Report of the President (Washington. D.C.: U.S. GPO, 
February. 1982). p. 350. 
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Table 2 

Hourly Compensation Costs of Production Workers 
in Manufacturing 

Selected Industrial Nations 
(U.S. Dollars) 
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S .82 


5 1.29 


5 2.06 
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S 13.18 
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I 87 
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Weil C*[«jnJ 
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Htlhrr land* 


-67 


1.23 


2.12 


t.53 


12.17 


United Stales 
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a. is 


6.35 


10.00 
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1.72 


4.58 
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4.60 


8.26 


UM ted Ki ngdoa) 


.8* 


1.15 


l.*9 


3.27 


7.37 




.26 


.48 


.99 


3.05 


3.61 



Sou ret: U.S. Department of Labor, Bureau of tabor Statistics; "Hourly Com- 
pensation Costs ana Direct Pay for Production Workers in Manufacturing. 
Ten Countries. 1960-1981 .*' unpublished data. April 1982. 
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Table 3 

Real Gross Domestic Product Per Employed Person. 

Selected Nations 

Based on International Price Weights 
(Index: United States ■ 100) 













COUNTRY 


1950 


1960 


1970 


1980 


Net her landau- 


58.3 


66. 3 


79.3 


96.5 


Canada 


84.4 


89.7 


91.1 


93.3 


Belglus 


55.7 


60.0 


73.1 


91.9 


Frar.ca 


i.2.2 


33.5 


70.7 


91.6 


West Germany* 


37.2 


5 b. 1 


70.7 


89.4 


Italy 


27.7 


38.0 


57.6 


68.1 


Japan 


16.9 


25.8 


50.0 


68.0 


United Kin*doa> 


53.5 


53.9 


56.8 


61.3 



+ Employment figures for the Netherlands are Dutch estimates of work- 
years of employed persons. 
•Excluding the Saar and West Berlin in 1950. 



Source- ttJS. Department of Labour, Bureau of Labor Statistics, "Cotnpva. 
iivc Real Gross Domestic Product, Real GDP Per Capita, and Real GDP Per 
Emplbvcd Person, 1950.1981,** unpublished data, April 1982, p. 7. 
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Growth in the Capital to Labor Ratio in the U.S. 
M^uiacturing Sector 



Selected Periods 



(Annual Rate of Change) 
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Sou rccs: Organisation for Economic Cooperation and Development, 
unpublished _data|_U.S. Pejjartmenr ofLabor, Bureau of LaborSiaf i sties, 
''International Comparisons of Manufacturing Productivity and tabor Cost 
Trends, Preliminary Measures for 1981, "June 2, 1982, TaJle 1. 
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Mr. AspiN. Thank ybU very much. It is a very interesting paper. 

Let me start with a question on inflation. Basically, what you are 
saying is that the only real impact of defense in creating inflation 
that you see might be a bottleneck effect of some kind. Is that the 
real possibility? 

Mr. DkGrasse. What I was trying to do is address the issue that 
there seems to be an inherent relationship between defense spend- 
ing and. inflation. There are a number of different ways you can 
argue that defense spending creates inflation, and I will give you 
three of them. 

The first one is that defense spending creates inflation through 
quick shifts in the type of demand that is required from the econo- 
my. We are .making a dramatic shi ft . We are sayi n g we wan t t he 
economy to produce this much more than before: As a result, you 
put s t r i n gen t req uirements on the econ omy, a rid peo pie in th e 
economy say, "if you want me to do that, yoa will have to pay me 
more to shift jobs to work on m ij i t a ry work.' As a r es u It, if you 
significantly shift demand or expand the demand in the economy, 
there is a possibility that there would be some sort of bpttlehecRs 
that will occur; and, as a result, you will get inflationary condi- 
tions. 

What I would like to say, as well, is that that is controllable: As 
wo saw during the Korean war, they did have a blip in inflation in 
the first year: But it was controllable through wage and price con- 
trols p u t on the economy,, and the re were a 1 Idea t i on con t to 1 s a t : 
tempted to be placed on the economy. So that is a controllable type 
irifiatibn^TT" ~ 

The second inflationary effect one might see results Trom the 
way, in the macro sen you pay Tor the buildup. There_are 

three different paths: You can take it from taxes- directly. That is 
not necessarily going to create inflation at all. _ You are taxing jt 
directly: Yoa are not creating the classic inflationary conditions of 
too many dollars chasing tod few goods, so there is rid reason you 
get. in flat ion there: - 

On t he ot he r hand, you can print mon ey , by allow ing t he mon ey 
supply to grow; Here you have, the Vietnam jcase, and there you 
have the traditional problem of tod many dollars chasing ted few 
goods: - 

The fin a I way to pay for it, the one we have chosen by default i n 
this particular circumstance, is to expand borrowing by the Federal 
Govern merit . Now, e xpari ding bo r rowing by t he Fede ra 1 Gove rn- 
ment means that there is going to be some adjustment that will be 
required of th_e_ credit markets. 

The usual adjustment is to raise interest rates:. So in that case, 
interest rates could have an inflationary effect through an- 
other couple of steps in the process — because it raises the price of 
money, raises the costs of holding inventory and those costs will be 
passed along, but that is a further chain of events. 

The f 1 n a I sort of ch a in where you h aye, first of all , back 1 ogs , 
second of ail, how you pay the buildup at a macro level, and the 
third chain of logic, you might say, that military spending has an 
inflationary effect is to look at the issue of what does it do to long- 
term productivity capabilities in this Nation. 
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This. is. an argument you will hear more about when Prof. Sey- 
mour Melirinh testifies. If niilitary spading does reduce our ability 
to offset price increases in the economy by reducing our ability to 
increase productivity growth, then as a result you could create in- 
flation because you wili not be able to offset price increases. 

That is a third logic chain that might make you suspect that mil- 
itary spending has inflationary effects. But the thing that I wanted 
to say overall here was that there is no sort of preordained rela- 
tionship between military spending and inflation, that there are 
three logic chains you might want to go through to believe that 
there is an effect on inflation or that there are three areas you 
might want to look at carefully to assess whether or not military 
spending was going to create inflation or not in a particular build- 
up, _ 

Mr; Aspin; Let me ask about the jobs side. You get direct and 
indirect jobs from the first level of spending; right? 

Mr; DkGkassk. Yes. 

Mr. Aspin. The multiplier makes the induced jobs. What assump- 
tions do you make about investment? Do you assume idle capacity 
or is part of indirect jobs creating plant and equipment? 

Mr; D&Gkassk; I am using the BLS, Bureau of Labor Statistics, 
models. The model of the economy that the BLS uses to determine 
employment requirements does, not include investment that is re- 
quired to produce the output — it does not include capital expendi- 
tures as one of the supplier industries per se; 

Mr. Aspin. All right. 

Mr. DkGkassk; Certainly -there is a need for investment, of 
course; often. In that sense, I am not sure that that is included in 
the equation. But the induced area that we talked about; that em- 
ployment clearly follows on. 

What we are talking about is a short-term model of the economy 
that you can try to look at the first order effects. The BLS created 
this em ploy men t requirements table to see what the first order ef- 
fects are. 

If Marion Anderson had been here this, morning to talk to you 
about the e f fee t s _o ri employment, she wo u Id ha ve ta 1 Re d abb Li t t he 
first order effects - of military spending on employment, And, 
indeed, the first order effects are to create fewer jobs in a limited 
number of industries compared to other industries in the economy 
w h i c h tend to have a broader i mpact a nd c reate more j obs . 

Mr. Aspin. So you assume when you are making the calculations, 
that the plant arid equipment are there? 

Mr; DkGkassk; Yes; 

Mr. Aspin. So indirect employment would be — if you make air- 
planes, for example — in the steel industry? 

RJr. DkGrasse. Not in the steel industry; titanium if you are 
making 

Mr. Aspin. But it would be in products that go into the produc- 
tion of.tha piane; . 
Mr. DkGrasse. Yes. 

Mr: Aspin; In these estimates, you assume that there is enough 
idle capacity in machinery and in plant and equipment? 
Mr. DkGrasse. That is the BLS assumption. 
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Mr; A spin; And when you look at direct arid indirect effects, ybU 
assume that ihducvd effects will probably be similar throughout. It 
doesn't matter after the first rbUrid, because the multiplier is prob- 
ably going to work in roughly the same way no matter where you 
start; _ * 

Mr. DkGrasse. Right. The fact is that because in the military's 
case, where you have lower first order employment but higher 
wages, the amount of money spent on those wages creates a little 
more induced employment as a result, so you get a balancing but. 

We are talking in very, very general terms but as the CBO v/ill 
undoubtedly testify, their assessment indicates that overall mili- 
tary spending versus civilian spending, if you look at all three 
orders of effects, it is really a washout. It is roughly the same. So 
in a general sense- 
Mr. Aspin. What they are talking about is $1 billion of defense 
across the board; right? 

Mr. DeGrasse. Any number of dollars. 

Mr. Aspin. I know, but x number of dollars across the board: 
Mr. DkGrasse. Right. 

Mr. Aspin. In other words, they are not taking it just from pro- 
curement or personnel; they are taking a set amgunt of money out 
of defense spending wnich would be roughly in proportion to what 
defense spends its money on. 

Mr. DeGrasse. Actually, to contradict myself and to use the Con- 
gressional Budget Office's assessment, they found that if you look 
at just procurement alone as opposed to defense spending as a 
whole — which is what they found seemed to balance out — if you 
look at procurement alone, you get a slightly smaller amount of 
jobs as a result of military spending. 

But the difference is not particularly important; I think if we are 
tal ki rig about these first order effects, $1 billion there, or $1 billion 
there, it really is going to have at the broadest rnacroeconomic 
level riot a lot of difference. The interesting issues are, what iridus : 
tries and what jobs are created: 

Mr. Aspin. Let me pu rsue t hat. W hat I am aski ng now assumes 
that you take $1 billion from defense across the board, that is, $i 
bill ion roug hly appo rtioned the way de fense spends it; so much on 
personnel, so much on 0< M, so much on procurement, whatever. 

Mr. DeGrasse. All right. 

Mr, Aspin. And you shift that to another part of the budget, say 
i n to the health field or into educatio n or, in other words, if the 
Congress were to take that money and make that straight transfer, 
you are saying that in essence there would be rib employment 
effect? 

Mr. DeGrasse. The employment effects would be, brie, at the 
macro level, you would have virtually no difference; and, two, at 
the specific level of the direct arid indirect employment, you would 
have a rather dramatic difference. 

You would have employment — I am speaking in very general 
terms— but the employment would tend to be located in the North- 
east and Midwest, 

Mr. Aspin. 1 know there is a geographic difference. 

Mr; DeGrasse; Yes; 
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Mr. Ashn. But I am miking about macro. You say there is no 
difference? ... 

Mr. DkGrassk. Right. . ... 

Mr. Aspin. Suppose we took it out of something very specific in 
defense. Suppose we took it out of shipbuilding and we canceled a 
new aircraft carrier, a couple of billion dollars, $2 or $3 billion, 
whatever it costs, and you take that out of a very specific part of 
the defense budget and you put it into a very specific program 
somewhere else: Suppose we took the money from the aircraft car- 
rier, $2.:3 billion or whatever they cost now, and put ft into title I of 
the Education Act. What would be the employment effect of that? 

Mr. DeGrasse. Here I am not sure how you cut conservative, lib- 
eral, or whatever in this particular issue, but I would tend to think 
just from simply a logical viewpoint that there would be no overall 
maeroeconomic impact of that particular shift. 

Now. we could talk about what types of specific first order effects 
occur— , s a result of shipbuilding— and if you want to create jobs, 
shipbuilding isn't a bad way to do it in comparison to missile pro- 
duction or aircraft production. They tend to be a little less effec- 
tive. If you want to employ semiskilled workers— shipbuilding, 
being cynical for a moment — shipbuilding may not be a bad way to 
do that. _ . 

But taking dollars from the procurement budget and shifting 
them to another part of the budget, you are going to have different 
geographic effects, different first order effects— very dramatic dif- 
ferences in those areas which I testified to. 

But the overall maeroeconomic impact, and tae GEO would say 
there would be slightly fewer jobs overall created by this shift from 
procurement to civilian employment, that there would be a_ little 
more employme :< created as a result^of that. I think that it is basi- 
cally an insignificant number. \ : 

At the macro level, there is really' an insignificant change: We 
are talking only about first order effects. This, is first order macro- 
economic effects. If we are talking about that, then there are not 
any real effects. We are not talking about what effects that has on 
the growth in the economy through all the other issues we talked 
about. _ 

Mr. Aspin. I understand: Mr: Fazio: 

Mr. Fazio. I apologize for riot being here for all of your testimo- 
ny, b- t T vvil' be reviewing it, particularly in relation to R&D ex- 
tA-nd .ures. It appears that we are doing more R&D in the Depart- 
v u of Defense budget than in the Department of Energy and 
else .snore. Perhaps this is having direct or ndirect effect? on pri- 
vate R&D How do you evaluate the Jong-ton i ten omic benefits of 
R&D expenditures in the defense sec to* versus other sectors oi the 
budget? _ _ - " 

Mr. DeGrasse: That is a very difficult question- I'v^U, that was 
the issue I think we wrestled v.'ith most in the work • ve did on this 
study: - - - . .... - . — — . . 

My view is equivocal. My vie %•/ is that — vvhiie r,nerr. are positive 
impacts that insult from military spending— I think on the whole, 
the beneficial eP'ects are less if you sperv ! a rfoilsr on -military re- 
search and development than if you spend it directly on the speci;- 
ic task at hand. 
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As a iisult, there is-ah-bppdrtunity coat there. The gap between 
the 1 effectiveness of spending it directly on the problems you are in- 
terested, in solving and spending it on defense; -.here is an opportu- 
nity cost there. 

In that sense, then, we have to say that there is probably a long- 
term negative impact of military spending on research and devel- 
opment^ 

- Let me just elucidate a»bit here by talking a little bit about a 
case study we did of the electronics industry, just to give you some 2 
ideas of the positive ajid* negative effects of military spending on 
that specific industry. - 

Clearly, in the 1950's after the transistor was invented, the De- 
fense Department played a rather important role in providing the 
demand, for early, very expensive transistors. They helped develop 1 
transistors-, along with, interestingly enough, the bearing aid indus- 
try. /Vacuum tubes are big and it is sort of hard to get a vacuum 
tube in a hearing aid device, so they immediately saw a use for 
this, Defense for its own reasons, supported the technology — be- 
cause of the belief that semiconductors would be more reliable and , 
more compact, and they saw long-term applications in the, defense' 
industry: As a result, they provided a significant amount of 
d e m and for early t r a ri s i s to rs . 

The same occurred after the development o£ the integrated cir- 
cuits by Texas Instruments and Fairchild at the end of the 1950's 
through the Apollo program and the Minuteman 111 program 
which provided a substantial demand for semiconductors in that 
period, too. 

The one tfciing the Defense Department, we found, was not very 
good at doing in that period, was subsidizing research and develop- 
ment efforts that led to the innovations. It was Bell Labs that ere- 
ated the transistor to begin with and it was then the commercial 
firms who developed the IC who were. not getting a lot of research 
and development money from t he_ Defense Depart men t. Indeed, 
most of the research and development money was going to the 
older, larger vacuum tube firms that were not particularly innova- 
tive. As a result, the actual innovations that occurred in the semi- 
conductor industry occurred outside of the purview of military 



Now, that pattern has continued into the 1970's, and indeed, as 
we have seen the de^yelopmen t of ^MOS_ technology and other semi- 
conductor innovations, the Defense Department has played a role, 
a 1 beit a s m a 1 1 er one nowadays , of prov idin g demand because the c i- 
vilian marketplace provides a substantial demand in the semicon- 
ductor industry. 

But they have played, again, less of a research and development 
role in the innovative process, though they have certainly helped 
ma Re the _p r od u c t ion p ro ces_s_ in t h e semiconductor, a rea more _e JTi - 
cient, process R&D work has been a positive effect of military 
spending. 

Now, just a final note on this case. At the present time, as you 
are probably aware, the Defense Department is engaged in a sig- 
nificant program to try to develop very high speed integrated cir- 
cuits. My view here is that there is some question as to whether or 
not this particular project is actually taking resources away from 
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technologies that the civilian sector might feel more important to 
coriipotitiverioss in the long run - 

1 think . here we get Into ah issue of allocation of resources. Be- 
cause of the specific demands of the Defense Department, the need 
for very highly performance-oriented semiconductors that can 
Handle massive amounts of data aiid control the battlefield, the de- 
mands there are not very similar to the demands in the civilian 
sector, arid as a result, yriu are devoting research and development 
that may not have much civilian impact- . ... 

Mr. Ashn. Let me ask about the other part of the investment, 
the productivity side. In your study, you talk about the relationship 
between the percentage of Gi^P spent *Jh defense and the amount 
spent on investment, this is a way o< getting at the issue of produc- 
tivity. Is that how yoi: go i-.bou* if ' s ; ;__ _ 

Mr. DkGrassk. There two \viiv55 that you get at this issue of 
whether or not militarV .-.;x\idij>g affects productivity growth, it 
seems to me, is. through looking at whether or not military spend- 
ing has had an impact on - ivHl, let's back up for a moment. 

What are. the ways th.,L we might be able to increase productiv- 
ity growth in the economy 7 How do we do what we want to do? 
One of .the ways that we would think of doing that would be to in- 
c rease i n vest m ent. That is 0:1 e of them . . 

To increase the efficiency of the production process—to in- 
crease — c rea t e new _prod u c t s tha t are so me li o w more a 1 1 rac t iy e 
and, as a result, create more production. There are a number of dif^ 
ferent paths, larger factories, economies of scale. So there are a 
number of different pathways; 

Now, our view is that the pathways that are affected by military 
spending are this research and development n-^na, where re- 
sources are diverted from the research and development arena that 
could have an effect on both new process improvements and prod- 
uct improvements in the economy, as well as the issue of invest- 
ment, where the money is diverted in a macrosense in the economy 
through such problems as the level of interest rates. 

So that ia the way we would back into this issue of productivity 
growth. And certainly there are a variety of other factors that have 
to do with productivity growth. We did test a number of other 
theories. 

We found that in general, trying to test as carefully as we could 
the effect of civilian government expenditures on the economy, we 
found that we could not really find good statistical evidence to indi- 
cate^ that civilian government spending was the problem: 

The United States, in terms of civilian government spending as 
its share of gross domestic product, is way down the list in com- 
parison to other nations and the same in the area of transfer pay- 
ments. — 

We also tested some other theories. The one that wee think is 
most likely to also be an important explanatory variable is the fact 
that mature economies tend to grow more slowly. That is a very 
important explanatory variable. 

There are many other theories, including the issue of whether or 
riot management has been as effective as it could be, whether or 
hot regulation has discouraged or encouraged investment. 
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1 u ™ not prepared to say that military spending has been the 
only reason or certainly , the most important reasons for the prob- 
lems that we have experienced in economic growth. But I am will- 
ing tc say this. That daring the last 20 years the U:S: economy has 
hot realiy been tested, either technologically or in terms of our pro- 
ductivity capabilities, by other nations. 

We had tremendous leads as a result of the destruction that oc- 
curred as a result oi" the Second World War: We were in a position 
of dominance, and we were able to continue rather blithely with 
our production technologies and we did not experience the sort of 
competitive pressures that we are now experiencing as a result of 
moving more slowly: 

I believe that the fact that we did move more >vjy during the 
IjjoiVs and lOfiO's is to some extent a result of higher levels of mili- 
tary L spending. _ 

The dilemma confronting us now is that as a result of higher 
military spending we have to face up to .the priority question — is it 
going to be possible to undertake a substantial effort to try to 
expand or at least to maintain the level of our competitiveness vis- 
a-vis other industrial nations, or is the military buildup that we 
are undertaking going to undermine that effort to maintain pro- 
ductivity and to maintain our competitiveness? 

I think that there is some reason to believe it will have a nega- 
tive-effect: - .. 

Mr. Aspin. Let me ask a very specific question. There are a lot of 
ways in which you could pay for a buildup. 
Mr. DeGrasse. Yes. j 

Mr. Aspin. You could tax people for it. Lots of different taxes. 
You could forgo some other expenditure. You could run up a defi- 
cit. There are lots of ways a military buildup can be paid for. It 
may or may not result in a reduction in investment expenditures. 

But is it your experience, or do the data show, in fact, if you look 
at the buildups, say, ttv? Korean buildup, the Vietnam buildup, our 
current buildup, or even the rather high level that we maintained 
bet ween the buildups, that there is a loss to investment? 

Mr. DeGrasse. That is the point that comes clear through this 
cross-national assessment. ' 

Mr: Aspin: So what you are saying is that it heed hot result in a 
reduction in investment, but, in fact, in the real world it turns out 
thai it does. 

Mr. DeGrasse. Or at least historically. Let's just say the data has 
shown that: 

Mr. Aspin. Let me pursue this question. 

Mr. DeGrasse. I am sorry. I want to say one thing more about 
investment historically. This is cross-nationally. Now, if you look at 
the United States and look at what effect a buildup has just in the 
components of our own GNP — what occurs at the time of build- 
ups — you see that consumption is also rather significantly reduced. 

But cross-nationally that doesn't seem to be as clear a case. The 
case seems to be clearer for investment to be affected by high mili- 
tary spend irig. 

Mr. Aspin. You mean we look at various comparisons with other 
countries? 
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Mr. DeGrasse. With other countries. The comparison that stands 
but is that our investment is lower than other nations. Our cbri : 
sumption isn'tnecessarUy lower; 

Mr. Aspin, Over time? 

Mr; DeGrasse. Over time in the United States if you look at spe- 
cific buildups— Korea, Vietnam, the Second World War— the.thing 
that stands out is that both investments and consumptions tend to 
be depressed rather dramatically. 

Mr. Aspin. Of course, in the short run you would think there 
would be an impact on consumption. Over the long; run. it would be 
harder to sustain, unless it is backed by a tax policy or other regu- 
lation. 

Let me pursue this. The Japanese spend less than 1 percent oF 
their gross national product on defense. We are trending up tO-7, if 
everything goes according to the Reagan plan, 7-plus percent of our 
gross national product on defense. 

Is it .Fair to say that y o ur pps it i on is t h a t_ defense spe n d i ng, • t ha t 
difference in defense spending, is some part of the explanation as 
to why v, o have less of a growth rate ^thanl Jaiian? It is not the only 
reason, U y c * nr *• not be the most important reason; But it is a 
reasrh. 

Mr. DkGrasse. I think ii> is clearer to say that in the ISGO's, my 
belief is that ihat is one of the reasons why our productivity 
growth tended to slow down during 'that period, We see the drop in 
the growth in productivity occur before the oil prices came about. 
My view is that in the 1960's, particularly when after we had spent 
a significant portion of our gross domestic product on military 
spending during the 1950's and during the 1960's, I think we began 
to see the effects of the diversion of research and development ef- 
Fq rts and the d i ve rs i 6 n of i n ves tmen t beg in to acc u m uM t e a n id t as a 
result, it became harder for us to increase our productivity growth. 
_The__1960's is the (clearest place that we can say military spend- 
ing slowed economic growth; The question before us now is do we 
want to ^rend upwards again, do we want to be diverting re- 
sources? 

In that period of time we were not particularly tested by the rest 
of the world. In this period of time we are in a period where we are 
going to be tested. 

- / We do face some rather irri porta n t chal lenges, an d _ probably good 
fSior the economy: But the point is by increasing military spending 
now, I think it makes it much harder to address vtfifc agenda of re- 
vitalizing the economy: . 

Mr. Aspin. How ab^ut the issue of the Japanese? Let me put it to 
you this way. One of the tilings that might be going on is that we 
. just never had the challenge, and the challenge in and of itself will 
provide an increase in productivity and provide greater resources. 

Here the United States is spending a fair amount of its gross na- 
tional product on defense. One of the things, p_f_ course, it could do 
would be to increase the resources for both defense and investment 
i f t he U n i ted States was w i 1 ling to red uce its co nsu nipt ion. 

I mean in the old equation, GNP equals G, plus I, plus G. So you 
can reduce that C number and increase both the I and the defense 
part, of G — if the American public were willing to reduce its stand- 
ard of living. 
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Let me carry this further. You could both have the strongest de- 
fense in the world and increase the investment necessary to com- 
pete with the Japanese and Europeans. You could put money into 
both of those provided you were willing to reduce consumption. 
You do that, of course, with a deliberate government policy of tax- 
ation. 

Mr: DeGkassr Let's remember for a moment why it is th . busi- 
nesses ; invest. Usually businesses invest for a variety of different 
reasons: 

_ One of them would _be_tol j^ain some sort ; of .advan tage p^ 
most importantly, to gain some sort of advantage over their com- 
petitors, in classic economic terms. 

You are hoping to find some cost savings through your new in- 
vestments. 

Maybe that is just to garner a greater part of a— a larger part of 
a stable marketplace. But certainly investment is also very helpful- 
ly encouraged when a market place is growing. 

The most important- time when investment occurs is when you 
have demand. And unfortunately, when you cut consumption, is a 
very significant part of the demand for goods falls out of your econ- 
omy. _ _ 

As a result, there is very little incentive for investment, per se: 
So i f you are goi ng to design a tax policy that does deter consump- 
tion, that does have, then, an effect on .your investment incentives, 
because there is less incentive for business, to go but and try to cap- 
ture markets, because the market is declining. 

The other effect, just id mention this very briefly, is that if you 
believe that crowding out as a result of the deficit is not a particu- 
larly bad problem because of the fact that there are a lot of other 
People in the world who are very happy to give us t their money, if 
we are tfiiiing .vo— i r the U.S. Government is willing to pay them 12 
percent, 13, 14 percent a year for their money, they are very will- 
ing to invest their money in the U:S. Government which they be- 
! LQV.e is hot going to re riege on i ts d eb t s b r s to p that nice _s t r ea hi of 
interest payments, if you believe that that is going to relieve 
crowding out problems, then, the real issue that is raised is as a 
result of what happens to interest rates in this country. 

Interest rates tend to rise, and as a result of interest rates rising, 
the dollar becomes a stronger currency in the international ex- 
change markets and it becomes harder for us to trade abroad and 
much easier for the rest of the world to trade in the United States, 

Now, if the other countries trade in the United States — and here 
I am coming to my point, they capture some of ou r consu rri ptiori . 
We are seeing dramatically expanded trade deficits. 

As a result of higher interest rates, stronger dollar, and much 
larger problems in our trading balance, you see consumption re- 
duced, and as a result of reduced consumption there is less incen- 
tive again for American business to invest and to try to become 
competitive, because they are having a hard time trading abroad 
and their market at home is being reduced by imports. 

So that is.; I think, another way of looking at thr* effects of this 
deficit arid a w w of locking at why it is that investment is likely to 
be affected by this buildup. 

Mr. Aspin. Mr. Clark. 
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Mr. Clark. One more question. Let me restate what I under- 
stand your emphasis is on the iongrun growth point I gather w]jat 
you are saying is that if we look at. a couple of snapshots in time, 
on an international basis, what we find is that there is a negative 
association between military spending and investment. 

Mr. DeGrasse. Yes: 

Mr. Clark. The higher is military spending, the lower is invest- 
ment—looking at a .snapshot in time, across 17 countries. At the 
same time, we also find that there is some relationship between in- 
vestment and productivity: - 

Mr. DeGrasse, Particularly in the 1960's. 

Mr. Clakk. And the relationship is positive. The higher is invest- 
ment, the higher productivity, or the higher the increase in real 
output: The question is, how do we square that with the experience 
here in the United States where we find, I think, that military 
spending as a percentage of GNP has tended to be high at the very 
time that the increase in real output has also been high. Converse- 
ly, military spending has tended to be quite low in the United 
States, as a percentage of GNP, at the same time that productivity 
increases have also been low. In the 1970's productivity increases 
were quite low. Military spending was also very low until the very 
end of the 1970's: 

Now take a look at the earlier periods. It doesn't seem to make 
too much difference, the 1950's or the 1960's, we find military 
spending was often quite high as a percentage of GNP at the same 
time productivity increases were quite high, too. 
_ _ Just looking at one country, we find the conclusion is quite dif- 
ferent than if we were looking across ifi countries — with one coun- 
try across time, the conclusion is quite different than if we look at 
17 countries at one or two points in time. 

__Mr. DeGrasse. I think that raises a number of very interesting 
issues. I think that that is a very good question. Why is it you get 
contradictory data? 

Let's first- bSfek up for a moment to talk about how I see military 
spending affecting productivity growth. There are two ways: 

Research and development and other scientific arid engineering 
talent, and also investment, both play a role. Now, why is it that 
you see military spending decreasing in the 1970's arid productivity 
growth decreasing in the 1970's? 

Well, I think that one must look at this variable military spend- 
ing, as having a lae effect. Diverting research and development 
talent doesn't tend to have an effect on commercial products for A 
to S years into the future. 

So you have a lag there: And the same in some sense investment 
effects are lagged as well. So my view is that the effects that high 
military spending had on diverting research arid development 
talent, diverting technological capabilities and investments in the 
l960's tended to result in effects that were not seen for a few years. 

What I would postulate is that there is a lagging of effect be- 
tween the time in which the resources are diverted and the actual 
time that you see the impact occur. 

We tried to wash out some of those effects by looking at the rela- 
tionship over time arid cross nations, because we think that that is 
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a better way of trying to get an indication of whether or hot there 
is a relationship. 

. Because it is very hard to jort these variables, out, and we were 
able to look at cross-nationally, say, if over an extended period of 
time you have high military spending, does that affect the produc- 
tivity relationship? 

We did try to do, as well as just simple correlations, we tried to 
do some regression analysis where we adjusted for other factors in 
the economy, such as the growth in the labor supply and, the ma- 
turity of a nation. There still seems to be some indication that 
during the 1960's military spending in nations with higher military 
spending, there tended to be lower productivity growth: 

So my view is that you have to look at it over time to really be 
able to get a sense of the effect of these problems that I have men- 
tioned on productivity growth. 

Mr. Clark. That isn't here, the additional findings over time? 

Mr. DeGrasse. Well, I am trying to think of whether or nQt I 
can 

Mr. Clark. Maybe you could send it to us. ; 

Mr. DeGrasse. t am trying to think quickly about where you 
might be able to find the discussion of that within the paper. I 
think implicitly that is the way we designed the research. I think 
that that was the approach that we took, looking at it from that 
perspective. 

What I have done, I guess, is basically elucidate on what I 
thought was implicit in the research, the design that was discussed 
in the testimony. ; 

Mr: Aspin: Thank you very, very much for very interesting testi- 
mony. \ 

Mr: DeGrasse: Thank you for the opportunity \to be here. _ 

Mr. Aspin. Our next witness this morning is Seymour Melman. 
We welcome a gentleman with whom I have been on the platform 
for a long time. He^has been writing, thinking, and lecturing on 
this subject for a long, long time. He is a man who really is a very 
great expert in the field— Seymour Melman, professor of industrial 
engineering at Columbia. He has written several books, arid I g~uess 
a hew book has just come out, Is that right? _ \ 

Mr. Melman, It is called "Profits Without Production." 

Mr. Aspin. It sounds like what we are talking about. Go ahead. 

STATEMENT OF SEYMOUR MELMAN, PROFESSOR, DEPARTMENT 
OF INDUSTRIAL ENGINEERING AND OPERATIONS RESEARCH, 
COLUMBIA UNIVERSITY 

Mr. Melman. Mr. Chairman, I have submitted a statement enti- 
tled "The Economic Cost of a Permanent War Economy." I ask you 
to accept that for the record. 

Mr; Aspin. Yes, Without objection. 

Mr. Melman. My testimony here will emphasize certain key as- 
pects of that statement and they will be elaborated in some re- 
spects. 

A 3-|" ccent annual increase in output per person in the manu- 
facturing industries— that is an increase of manufacturing produc- 
tivity so measured— was long taken for granted, as though it were 
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a natural condition of American society. _ Economists 
were thus Unprepared, by schooling or experience, to cope with the 
1965-80 figures for the average annual rise of productivity per 
man-hour in manufacturing. For the United States, 2 percent; For 
West Germany, 5.2 percent; for Japan, 8.1 percent. 

This is not to say that economists and others have been unaware 
of the importance of productivity levels arid their rates of change: 
Output per man-hour has long been known to set a definite limit to 
the ability of a society to support with goods arid services a given 

standard of living: . 

_Also,_the rate of increase in productivity has been a key factor in 
the historic ability of U.S. firms to absorb increases in wages and 
other costs^ It enabled them to pay the world's highest wages for 
manufacturing occupations until 1975, while producing goods that 
were competitive in American and other^ markets. 

In this analysis, I will dwell on long-term rather than short-term 
effects, especially with reference to the manufacturing industries. 
By long term, I mean the effectsjhat derive from changes in pro- 
duction methods, as in plant and equipment These are the endur- 
ing sources of major change in output per man hour, as against 
such fluctuating factors as morale, various conditions of the work- 
place, terms of collective bargaining arid the like. The progressive 
introduction of new manufacturing equipment to replace less 
rnechariized, less productive equipment, has been the sustaining 
and durable source of productivity growth. 

It is possible to define a set of factors which, at the plant level, at 
the point of production of a manufacturing firm clearly control the 
growth of productivity. 

It is important for this discussion that these factors were defined 
independently of the present subject matter, the present interest in 
productivity Thus, in two books— "Dynamic Factors in Industrial 
Productivity" 1956 and "Decisionmaking and Productivity" 1958—1 
analyzed the controlling factors behind the major changes of pro- 
ductivity and the differences in productivity among manufacturing 
industries of major countries. Those analyses revealed the follow- 
ing factors as the ones that clearly spur productivity growth. 

First, the presence of cost minimizing as a pervasive pattern 
within machinery producing industries. That means that the man- 
agements of machinery producing industries operate internally in 
a way to offset their cost increases by improving their productivity. 
When that pattern of operation prevails throughout the machinery 
producing industries, their product — namely, new machinery—is 
made available at prices which rise through time at a dramatically 
slower rate than the increase, for example, in the wages of indus- 
trial workers. _______ 

Hence, for tjie users of machinery, the price of new equipment 
appears progressively more attractive by comparison with the 
wages of labor. 

A second factor is cost minimizing among the machinery users. 
As they attempt to meet cost increases by mechanizing their work, 
they automatically improve productivity. 

Here I must emphasize that improvement of productivity ap- 
pears nov/here in the profit and loss statement whose bottom line 
is treated as holy writ in the tradition of business enterprise and in 
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our schools of business. Productivity mcrease has, therefore, been a 
derived effect of the cost minimizing strategies of manufacturing 
managements — the better, of course, to maximize profit. 
'_. A third factor, resulting from pervasive cost minimizing, is that 
the wages of labor have tended to rise more rapidly than prices of 
machinery. That was a sustaining pattern during the very impor- 
tant century, 1865-1965. 

A fourth factor is the availability of finance capital at modest in- 
terest rates— by that I mean no higher than 5 to 6 percent. 

Fifth is the pursuit of research and development, not only into 
product, bat especially into manufacturingNniethods. Here it is inv 
portant to notice that high levels of research and development ex- 
penditures do not necessarily yield major increments in productiv- 
ity. To achieve that end R&D must pay substantial attention to 
production methods. 

The sixth point is the operation of a stable production system, 
Here stable means that in a statistical sense output is so operated 
as to vary w ithi n p red ictable and acceptable 1 imits, A manufactu r- 
ing plant or a shop or a whole system is stable when the variation 
in its output rate remains within those predic^blejjrnits^ 

Stable production limits the effect .of all factors that interfere 
with the steady flow of work. As this interference is elimiriatejl^the 
average level of output automatically increases.\ Hence the produc- 
tivity of labor and the productivity of capital improve as N an auto- 
matic result of the stabilization of output. \ 

The seventh point: The presence of managements oriented to pro- 
duction. In the history of industrial capitalism a basic premise has 
been that wealth is not produced in the form of money, but in the 
form of reaT goods, real output. In that review money is only a\ 
symbol employed for convenience of exchange and other purposes, 
of increased wealth. _ 

That classic assumption, which is of course found embedded in 
the works of great economists, ranging from Adam Smith to Karl 
Marx, is strongly modified in our time, as our schools of business 
have emphasized the making of money without the necessity to 
make goods. 

I cited in a recent book the case of a former student who finished 
a long career as general manager of a major east coast shipyard. 
Hewas succeeded by a man who, on arriving in office, circulated a 
letter prepared for him by a series of bright MBA graduates. Its 
operative statement was: "And I remind you all that we are not 
here to make ships; we are here to make money." 

As long as management -was dedicated to making ships — or steel 
or cars or radios or clothes — their orientation focused attention on 
productive investment. 

A final point. All these factors require the presence of a compe- 
tent inf restructure— meaning as ordim rily understood, the suffi- 
cient availability in the wider ro-v: runity of power, transportation, 
communications and allied supportive facilities, including housing 
and education. 

I will refer back to certain of these factors in the latter part of 
this statement. 

_ I want now to turn to a third consideration, the economic charac- 
teristics of a military budget that are significant for their effect on 
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productivity. THe first ..'of these is .that .military goods and services 
produce, nothing lisefai for consumption or for further production. 
This point requires us to examine a fundamental consideration in 
our understanding of economy. 

Economists normally understand an economic good or an eco- 
nomic product to be anything that has a price. It should be noted 
that that way • f Wining an economic profit does not derive from 
some divine ''dw ' «/ity. or temporal law. It is wholly man-made. 
Other modes of unoerstanding an economic good are entirely feasi- 
ble. Thus, it is possible to understand economic goods as products 
and services that are serviceable for consumption as ordinarily un- 
derstood or are useful for further production. 

In order to appreciate the consequences of a military economy, it 
is crucial to this latter mode of understanding an economic 

good; for then one sees immediately that both the broad and the 
detailed consequences of military production of all classes have spe- 
cial effects for productivity and, by implication, for employment 
and economic growth. : 

On a macro basis, the cost to a whole community of military ac- 
tivity is threefold. First are the resources directly consumed by mil- 
itary enterprise. We might consider the military budget as a money 
valued approximation of that expenditure. A second, social cost, 
and it is only a social cost, is the quantity of goods and services for 
consumption and for further production that are foregone when re- 
sources are used for this unique set of activities — which unlike the 
others yield no use value for consumption or further production. It 
is as though by the criterion of economic good that denotes useful- 
ness for consumption or for further production, there is no product 
in the case of military production. - : 

That absent product can be given a money value for estimating 
purposes equal to the money value of the resources that were the 
inputs for the military enterprise. And there is a third cost to the 
whole society, and that is the absence of marginal productivity of 
capital. 

- In the ca©e of products that can be used for further production, 
there has historically been a pattern of gradual improvement in 
the efficiency of mechanisms and their mode of use. \nd that has, 
therefore, yielded increments of productivity of labor, increments 
of productivity of capital. But as the product of military economy 
does hot yield Usefulness for further production, that marginal pro- 
ductivityof capital effect cannot derive from the military produc- 
tion. Thus, a nuclear powered submarine or a modern fighter plane 
is a technological masterpiece, but neither can be used for further 
production: . -- - 

A n d a seco n d con side ration, following fro m this . fi rst one, is that 
the activity carried on for the military enterprise is not an average 
slice of all goods and services. I* is not an average slice for two rea- 
sons: first, the absence of those consumption and production use 
values, and, second, the resources which; taken together, are set in 
motion by a military budget constitute a capital fund, a military 
budget is a capital fund: 

By capital, I mean production resources and by capital fund, I 
mean the ordinary understanding of capital in an industrial enter- 
prise where there is fixed and working capital: Fixed capital de- 
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notes . 1 no i^f>ney val ue of land, buildings, and equipment and the 
working capital denotes the money value of all. the other resources, 
including manpower, raw materials and the like that are required 
to set the enterprise into productive motion: 

Accordingly, a comparison of the military budget to the GNP has 
the interesting' effect o^ blurring ones understanding of the mean- 
ing of the military budget as a capital fund. that preempts produc- 
tion type resources that are vital for ail njomrnilitary production: 

The GNP denotes the net money value of all goods and services 
of whatever kind that are produced in a given period: The GNP is 
a helpful category for analyses of money flows with the economy — 
apart from the presence or absence of consumption or production 
use values among the price values of goods arid co **viees, 

Furthermore, the military numerator as compared to the GNP 
denominator, is not an average slice out of the GNP. It is uniquely 
a set of resources which, taken together, have the quality of capital 
resources for production. Therefore, the ratio of military to GNP, 
which k widely used by our economists, tends to conceal more than 
it revoals. It is characteristically a small number— recently it has 
been given as 5 percent of the GNP; at present it is 7 percent. 
Note, however, that there is an error of estimate in these calcula- 
tions of GNP which, however small, is appreciable as part of 5 per- 
cent. 

Furthermore, denoting the military to GNP ratio as 5 o; 7 per- 
cent has led a number of anal3sts to conclusions similar to those of 
Leslie Gelb in a study he prepared for the Carnegie Endowment for 
International Peace. Mr. Gelb concluded that the military budget 
increases planned by the Reagan administration, since they would 
add about IV2 percent to the ratio of military to GNP, were more a 
matter of political taste than of economic choice. How could serious 
People fly into a grert flurry over a mere IV2 percent of this enor- 
mous, multitrillion total of the GNP? 

For all these reasons, I would call attention to another way of 
appreciating the magnitude of the military budget. View it as a 
capital fund, then compare it to a civilian capital fund, and we in- 
troduce an interesting category that lends itself to my purpose. It 
is called the Gross Domestic Fixed Capital Formation, a statistic or- 
dinarily included in national income accounts and compiled for 
many countries by a section of the United Nations. It provides us 
with what I think is a highly informative comparison; namely, the 
number of dollars expended for military capital for every $100 ex- 
pended for new civilian-capital in a series of countries. The last 
available data are for 1979. 

In the United States, 1 estimate that for every $100 of gross fixed 
capital formation we expended $33 separately for the military. In 
the United Kingdom it was $32; France, $26; Sweden, $23; West 
Germany, $20; and Japan, $3.7. The difference is sharp between the 
United States and the Western European — continental — economies; 
between the United States and Japan it is really dramatic. And 
that difference in the use of capital resources goes far to account 
not only for the high productivity growth in those countries, as 
compared to t^e United States, but to the quality of the industrial 
plant and equipment that emerges in those societies, and their abil : 
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ity in the iant decade, to produce a raoid flow of high quality,, mod- 
estly priced industrial . goods, .consumer _^ capital goods. 

- I presume that in this chamber there would be a special interest 
in the ratio For the U.S.S.R. Unfortunately, the statistical data 
available from the _U:&S:R:_are not homogeneous with those of the 
countries of the West. I have, however, prepared an estimate which 
I am prepared- to stand by until the Soviets themseives publish ap- 
propriate official data. My judgment is that in 1979 for every $100 
of civilian new capital formation in the Soviet Union, they expend- 
ed $66 worth on the i military. 

-Finally, in this connection, I call attention to a forecast for the 
United States which I regard as of fundamental importance for the 
purposes of this hearing. 

We now. nave a formal estimate of the military budget planned 
for h)SS. By extrapolating from- previous data, i have made an esti- 
mate of the gross fixed capital formation that might be expected in 
that year and it leads me to believe that in 1988, the United States, 
given present plans and previous record, will be expending for 
every $100 of civilian fixed capital formation, $87 on behalf of the 
military enterprise. 

Taking note of that development, I now find it necessary to con- 
clude that, inasmuch as the Pentagon has been granted major in- 
creased control over capital resources during the 1980*3, the prog- 
nosis for industrial productivity, and for industrial competence gen- 
erally in the United States, is somber. 

I turn now to a further way in which the military enterprise has 
a major effect on productivity, and that is through the decision 
process, or what is sometimes called the microeconomy, that pre- 
vails in the military enterprise . By the military enterprise, I meon 
an organization that ^xtends from the central administrative office 
in the Pentagon dow i to and including the 37,000 firms that are 
prime contractors for the U.S. Department of Defense. _ _ 

As I roted earlier, the practice of cost minimizing played a cru- 
cial, an indispensable role in the productivity process of the United 
States during the century 1865-1965. It is, therefore, of greatest im- 
portance that on all ava.Hr.ble evidence the microeconomy prevail- 
ing within the military enterprise of the United States is that of 
cost maximizing, coupled with subsidy maximizing. 

This is not the result of explicit intent. There is no banner across 
the entrance in the Pentagon or the gates of any military industri- 
al firm bearing the motto "Thou shalt maximize cost:" Rather, as 
we learned in detail from the recent evidence made public on the 
cost of military spare parts, what seemed to be outrageous in- 
creases in prices derive from the normal application of the account- 
ing rules and procedures recommended by the Department of De- 
fense, the Armed Services Procurement Regulations and the host 
of allied manuals and standards that specify accounting and relat- 
ed practice. _ .... 

- This has profound importance for the whole industrial system. 
For the practice of cost maximizing — it is not called that in fact, it 
is not designated, but it is there and the term describes the proce- 
dure the presence of that cost maximizing in so many firms, in- 
cluding those often cited by parties in the U.S. Government as 
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models for the rest of the system, has the effect of pressing the 
manufacturing system as a whole away from cost minimizing. 

Indeed, a detailed study by Dr. Byung Hong, entitled "Inflation 
Under- Cost Pass-Along Management," Praeger Publishers, 1979, 
identifier the mechanism by which the pressure to move away from 
cost rnimmizing has led to a new model for ope rating manufactur- 
ing, enterprise ^ States. It is the practice of passing 
along cost increases to price rather than the traditional attempt, 
by internal means of every sort, to raise productivity in the firm, 
thus offsetting cost increases and minimizing price increases. The 
Department of Defense has played a crucial role iii effecting this 
change. 

My fifth point here is to note the effects of military economy on 
productivity growth. I select from among the factors that I identi- 
fied earlier as spurring productivity growth four in particular. One 
is the rising cost of labor in relation to machinery: There is clear 
evidence that^ that classic pattern has ceased to exist in crucial 
areas of the U.S. industrial system. Thus I found, noted in the ear- 
lier work, "Dynamic Factors in Industrial Productivity," that for 
the period 1947-50 wages of labor rose more rapidly than prices of 
the crucially important machine tools, the class of equipment used 
throughout manufacturing industries. 

Later studies indicated that until the mjd-l&GO's^ the rate of 
average hourly earning increase and the rate of increase in prices 
of machine tools tended to be about the same, Jooked, indeed, like a 
cost pass-along pattern. However, by the 1970% the relationship 
had been transformed. From 1971 to 1978, average hourly earnings 
in the manufacturing industries, that is of production workers, rose 
72 percent in the United States, while machine tool prices rose 85 
percent. 

The consequences were far reaching. There was i withdrawal of 
incentive for purchase and replacement of maehir>. "Is, and by 
1977, the United States had the oldest stock of met*' vorking ma- 
chinery of any industrialized country in the world: The productiv- 
ity consequences of that obsolescence a re necessarily, negative. 

It is noteworthy that during that same period, 1971-78, wages in 
West Germany also rose 72 percent, but. machine tool prices there 
rose only 59 percent. Hence, there was some substantial incentive 
to users of metal-working machinery to acquire new equipment. 

In the case of Japan, the situation is yet more striking. From 
1971 to 1978, average hourly earnings in manufacturing rose 177 
percent, and the prices of machine tools produced in Japan rose 51 
percent. That is precisely the historic pattern which_m the United 
States encouraged the purchase of new production equipment and 
thereby automatically spurred the growth of productivity. That 
process has now been checked. 

Consider next the factor of finance—that is, the availability of 
new finance capital at a modest interest rate. 

For sheer quantity, it is striking that in every year from 1952 to 
the present day, the budget of the Department of Defense, s. capital 
fund, exceeded the total net profits of all U.S. corporations, includ- 
ing the ones serving the Department of Defense. Hence, in terms of 
quantity of finance capital, the Department of Defense has had by 
far the larger amount. 
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I turn then to the matter of R&D, where it is. interesting to com- 
pare the engineers and scientists function ing. in. an economy per 
10,000 persons in the labor force. That ratiois perhaps a better cat- 
egory than engineers and scientists engaged in research and devel- 
opment, because the broader group includes those engaged in de- 
signing and operating the manufacturing processes, production en- 
i., rrs, or scientists seeking solutions to important production 
problems. 

So, number of engineers and scientists^per 10,000 of the. labor 
force in. 19(55 showed the following: In the United States, 64.1; in 
Japan, 24.0; and in West Germany, 22.0. 

By 1977, these relationships had been transformed. For that 
war, I e: ' imated the number of engineers and scientists in civilian 
activity per 10,000 in the labor force. Arid the result is the follow- 
ing: United States, 38; Germany, 40; Japan, 50. That is not to say 
that the United States did not have at that time a larger gross 
number of engineers and scientists functioning in the society, but 
the intensity of their use on behalf of the civilian economy was 
substantially less than in the case of Japan, somewhat less than in 
t he case of West Germany. • : 

It is also-important to see the way in which research engineers 
and scientific talent have been available to arid Used in military as 
against the civilian parts of the manufacturing industry. Thus, in 
1970— I regret it is the last year of available data — the_military 
serving manufacturing industries employed an average of 7.4 scien- 
tists and engineers in research arid development for every 100 
production workers: For the civilian serving industry, which is the 
larger part of manufacturing, the percentage was 1 percent. 

I am aware that especially starting with the 1960's, an energetic 
effort has been, made first by NASA, then by the Department of 
Defense, and then by both, to urge upon the American community 
the idea that there has been a spinoff from the research and devel- 
opment undertaken on behalf of the general military and space en- 
terprise, or funded by them, and that this spinoff was an important 
factor in justifying the continuance of their control over and dispo- 
sition of large R&D resources. Therefore, 1 call attention to the fact 
that an inquiry undertaken for the Commerce Department into the 
possible percentage of spinoff from military research expenditures 
has found that perhaps 5 percent but not more than 10 percent of 
spinoff may have resulted from each military research dollar. 

In the matter _of infrastructure I call your attention to the con- 
clusion independently reached by the Council of State Planning 
Agencies in 1981 when it published a study called "America in 
Ruins," a title which to my knowledge has not heretofore been 
Used in bUr country. The lead text of that report stated: 

America n public facilities are. wearing out faster than they. are. being. replaced. 
The maintenance of public facilities essential .to national economic renewal has 
been deferred Rejrl -ement of obsolescent public works has been postponed. New 
construction has been Cancelled: The deteriorated. coadition. of basic, fadnties that 
underpin the economy will prove a critical botUenerk to national economic renewal 
during this decade unless we can find ways to finance public works. 

This larger conclusion covers myriad detail of collapsing bridges, 
burst water mains, unclean water supplies, incompetent sewage 
disposal systems, closed libraries, underfunded public schools, pot- 
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holed city streets; a railroad system in shambles that have come to 
characterize t lu i infrastructure of American communities. 

That is not a competent infrastructure to underpin or support a 
manufacturing system that, in terms of productivity, in terms of 
cost and price competition, is part of the modern world. 

I fur the r c a 11 at tent ion in point 6 of my prepared statement to 
the limits on civilian economy and . productivity that derive from 
concentration of capital on the military enterprise. There I have 
made available a reprint of an article that I wrote for the New 
York Times of July 28, 19K1, titled "Looting the Means of Produc- 
tion." 

The article shows three columns of data, the first identifies a 
military item, hence, a capital item. The second column identifies 
its approximate money cost The third column identifies a civilian 
capital item of approximately equal money cost. 

Seven percent of military outlays from fiscal year 1981 to 1988 
would amount to ^ 1 00 billion; That would be the cost of so rehabili- 
tating the U.S A industry that it would be. again the most effi- 
cient in the wo. 

The cost overruns to 1981 on the Navy's Trident and Air Force's 
F-J(> programs jointlyamount to $33 billion; that is equivalent to 
the money that would be needed to rehabilitate and reconstruct 
one out of five US: bridges. 

The Navy's F-18 fighter program estimated recently to cost $34 
billion, would be the price for modernizing America's machine tool 
stock to bring it to the average level — meaning the average age — of 
Japan's machine-tool stock. 

The MX missile system's estimated first cost is $34 billion, and 
that is what it would take for a comprehensive 10-year energy effi- 
ciency effort to save 25 percent to 50 percent of U.S. oil imports. 

The cost overrun to 1981 on the Navy's F-18 aircraft program, 
$26.4 billion, would be the cost of electrifying 55,000 miles of main 
line railroads and the cost of new locomotives as well. 

The implication of these comparisons is this: An economy that 
opts for column 1 — Hence the military capital list — is necessarily 
unable to have the civilian capital list. 

The question often raised is the feasibility of enlarging civilian 
productive investment by reduction of civilian consumption. Nu- 
merous articles and certain monographs have supported this possi- 
bility on the basis of analyses of money flows in the conventional 
national income categories. 

I put it to you that it is an unrealistic proposal, that it implies a 
transferability of resources. that does not exist. Thus, a reduction in 
the number of employees in Pittsburgh's fast food shops, brokerage 
firms, banks, real estate offices, would yield not the slightest gain 
of capital rr-rources, not even working personnel, competent to 
reinstitute /i st class production methods in the now-decayed steel 
mills arou: ^ Pittsburgh. Resources constituting capital are stated 
in money terms for convenience of count, of aggregation: But it is 
misle ad j rig. tit t e rly illusory, to s uppose tha t the mo n ey category 
used for capital resources, as for consumer goods, implies thereby 
the transferability of the physical resources from consumer to capi- 
tal goods. 
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Seven, I call attention here to thJ direction of effect of military 
cconuiny ori productivity. With respect to the 1 ist of factqrs_ that ! 
iclontillocl. earlier as spurring productivity growth, the evidence in 
hand is that the sustained operation of a -military economy has a 
negative effect in every instance. Hence, it necessarily must have 
negative effect on productivity growth; 

' Finally. I note the consequences for industrial competence and 
fur employment; In a recent volume titled "Profitr Without Produc- 
tion," I presented on page l^OO, the percentage of U.S. consum p<*;:n 
produced abroad in several important classes of goods. These deiv 
are for 1070-80 and are consistently Understated in each in^awe 
where the data are less than 100 percent, _ 

So, 27 percent of the automobiles purchased Ui the United Stated 
w e re produced ab ro ad; 2a percent of the machine too] s ; 1 5 perce n t 
of the steel mill products; ST percent of black mid white TV sets; 47 
percent ol calculating machines— handheld, 39 percc.it -\ v^culat- 
ing machines— desk top and printing; 22 percent of owave 
ra nges a nd ovens; 1 (> jjercen t of com m u i neat ion sand equ i pine ri it ; 35 
per cent of integrated mkrocircuits; 24 percent of X-ray and other 
irradiation equipment 74 percent of motion picture cameias, 51 
percent of sewing machines— domestic. That last figure was for 
lOTX; it's now 100 percent. 

Tape recorders and dictation machines — office type -100 percent; 
apparel 20 percent; leather gloves Al percent;, footwear —non- 
rubber— lr> percent. The meaning of these perceuts of U.S. con- 
sump i of imported good? is that they incur approximately the 
same entage reductions in employment opportunity in those in- 
dust- a the United States. 

C ;ont visits to Pittsburgh I learned that in 10S0 the United 
Sta b - Corp. employed 28,000 steel workers in that area; ir 
H)S/> they ^-mploy-d 8,000. The New Y.-rk Times of December 0, 
10cS:{, rontained n :anouncement that United States Steel Corp. 
was planning a ferlher series of plant r actions, that other steel- 
producing firms had similar plans and tn.it the result would be an- 
other 10 percent reduction in the capacity of U.S. steel output: 

_The lis is distressing; the numbers are large, and they refer not 
?(o tempuw.rv recession Unemployment, but to permanent unem- 
ployment, the .unsequence of closing and dis.aantling production 
facilities. 

In all of this I have not attempted to suggest that the conditions 
of the military economy and - its normal functioning are sole 
sources of pressure for diminished productivity growth in the 
Ihvted States; T ;ndeed in "Profits Without Production," I gave 
elaborate attention to the changes in the chaiacter of management 
that have become cconomywide and which have a very important 
bearing oh the problem. 

73ut it is crucial for this discussion that the effects from the mili- 
tary economy are negative with- respect to each element that tradi- 
tionally . >s enhanced productiy^ty. • 

It is no; po^ible from this analysis co state what proportion of 
'lie dec'ine in rate of productivity growth is traceable to the nii'i- 
tarv, but it is utterly clear that the'military have made a decisive 
contribution to that process through the withdrawal of capital and 
through the negative effect on the series of Gc-.ir factors that had 
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once spurred productivity growth in the manufacturing industries 
of the United States. * -- --- _- m 

Thank you tor your attention to. these remarks, Mr. Chairman. 
Mr. Aspin. Thank you, Professor Melm.ni. 
Testimony resumes on p; 91).} 
The prepared statement of Mr. Melrriah follows;] 

Phkvaky.v* Stathmknt ok Skymouk Mki.man 

1. Since production -s the BOiircc of wealth, and cince 

a community must pmuuce in order to live, the most fundamental 
economic conscquenct ot a permanent wai economy Is Its effect 
on production capability. A permanent war economy is an 
economy in which military activity in a major and continuing 
activity, while the military product is counted as an ordinary 
p.irt of the economic product of the society. 

2. The history of industrial capitalism in the united 
states, lsewhcrc, has included grave problems of instabil- 
ity, a succession of expansions and contrad iO:.s in economic 
activity^ These crises of economy* however, have characteris- 
tically been crises of the financial cuper str ucMir c r>f the 
system, including problems of Investment financing or adequacy 
of demand for either consumer cr dur.ib 1 e goods; During the 
long history of American industrial capitalism the production 
competence of U.S. industry las never been at issue . Eveii during 
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the- Great hrpr«m..lon ihvi* v*,'no 'Suggestion that the mcanD of 
production were other than £ully competent to produce goods of 
acceptable qualify and price. 

During the 1980s; however, the t echni cai-e-onomic compe- 
tence of American industry has become a focal point of defect 
as numerous manufacturing industries become progressively in- 
capable of producing goods at quality and price to be accept- 
able even in the U.S. domestic market. 

3. Efficiency in production, defined most crucially by 
productivity—average output per person employed-is closely 
affected by the quality and quantity of reLourcen (capital) 
that are available for production, by the decision criter- 
ia tHa-: control their use. Accordingly, I have attempted to 
r ^rize Here three principal aspects of the impact of a perma- 
nent war economy on production capability: first, capital re- 
.Idu.-ces used for the r.Mitary economy: second, the effect of a 
permanent war economy on productivity: and third, the effect 

of the permanent war economy on technical-economic competence. 

4. ct- »»i reso urces used for military budgets . In ordi- 
nary industrial management usage, coital is conventionally 
understood *s composed of "fixed" and "working" capital.' The 
•fixed" component includes land, buildings and machinery. -The 
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-working capital- component cornpriocfi thi? tools, fuel, raw ma- 
terial, purchased components, and working hours of every sort 
required to conduct production or. a sustained basis. Hi 1-1 tar_y 



budgets arc import a nt in relation to fixed and won 




becausp a modern mil :, t ary Budget sets in motion precisely the 
sorts of resources ordinarily understood as th e capital of 
modern i ndustry. A modern military budget Sji capital fund . 

From 1946 to 1980 the Departr.ierit of Defense budgets to- 
talled $2,001 billion. The planned VOD budgets from 1981 to 
1986 are $1,6U0 billion. One way of appreciating the rriaghit 
of resources involved here is to compare the sum of military 
budgets, $3,601 billion from 1946 to 1986, *vfh the money value 
of the ref-roJuciblc national wealth of the ;-:iited States (ob 
of 1975), $4,302 billion. This latter sum refers to the money 
value or" everything man-made oh the surface ox the United State 
all t\ructures, machinery, public arid privetc f>- .i ? - *s, busi - 
ness and personal inventories. The money va J .v of t> «e ? and is 
not included here. The sum of military budget? ^<i46-X986 is a 
quantity of resources amounting to about 83 percent cf the es- 
timated money value of everything man-'made on the surface of 
the United States. Stated differently, the military budgets 
have preempted resources approximately equivalent to thooc re- 
quired f6r renewing the largei part of what man ha* wrought in 
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the U.S. in tor™ o« phynical facilities and tangible goods of 
all florts. 

pother way of appreciating the size and effects of U..S. 
„- :tary budgets is by comparing the military budgets of the 
United States and other countries with some indicator of major 
hew capital resources in an economy. For this purpose we can 
contrast the military budgets of * single year with the :ross 
£i*ea capital formation achieved by economies during the same 
period. the latter category is a measure of all new civilian 
(private and public) structures, machinery aiJ equipment added 
to an economy during a given year. 

For 1979 (last year of available data compiled by the U/H.J 

we observe that for every SI0O of gross fxxed capital forroati<~ 

( . . 

in the r-ited Stnte?, $33 was separately expended for military 

purposes. The ratios of military spendM.g for each $100 of new 
fixed r.ipital formation were: 

U. K . 32 (W) Germany 20 

France 26 Japan 3-7 

., c dcr. 23 USSR (66-*/- estimate 

ho i. ' tj«-ta) 

Within the A ; ^ : an economy access to capital resourc *s if 
limited for: industrial managements by their ability to Wield 
fHancr capital, the money representation of production resources. 
We *re .•nlebted to President Eisenhower for calling attention,. 
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in Mb Farewell Addxces of j«.u.ry 17, 1961. to the fact that 
-We annually -pcnd on military security more than the net in- 
come of all U.S. corporations. -^From 1951 to that date the 
annual budget of the Department of Defense bad,, each year, ex- 
ceeded the not profits of, air corporations. That has continued 
from 1961 tb 1981. Hence, the federal managers of the U.S. 
military economy have wielded, for thirty years, the largest 
single tocfc of finance capital resources in the American ec5- 
nomy . 

5. This concentration of capital resources in behalf of 
Bdiifcnri economy necessarily limits their availability for ci- 
vilian economic purposes of every sort. Two conditions, control 
this effect. The first is a limitation conferred by natvre it- 
self: materials or ent^y used ir. cn, place cahoot, ftt the san,e 
time, b*> > ^liable at another place. A fit on de ~ 

rives froir. ^He-^ch aracter_of the products jriomy-i 
whatever other uf^essj^ b^si^ milit«ry-£rc- 
due do not^dd^p the ordinary^ Lind^^cco of ^conj^ption 
orto capabil^ty 1. further proguct joju. 

The consequence for capital availability for civilian use 
is illustrated ih the accompanying article -looting the Meanb 
production- that first appeared in The New Yorfc Times on Juiy 26. 
1981. The first column of the illustrative materials of tbxi. 
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ticle lachtlfit**. f li cu) c t military programs. Thz tecond column 
notes all t^r part t£ their coot be of mia-1981 . The third column 
identifies industrial f icilitiob , or suppbriinc ihf ras true :ure fa- 
cilit es. Of equivalent mon y value, that is, requiring equiva- 
lent capital resources. 

The'unfc of capital resources for the military projects de- 
fined in col; Tin 1 precludes the possibility of constructing the 
ihdust\icl ar.d allied plant and equipment 7 identified in column 3. 

i>; Tile effect of a permanent war eror , ^i'' oil productivity . 
For a rehtury prior to the mid-j960s, industrial Output per per- 
son employed in U.S. manufacturing industry tencied €o increase at 
about. 3 percent a ye: r . This was a direct consequence of the sus- 
♦•^•ined use of industrial capital to increasingly mechanize Indus— 
t- *al work. Go long- end Mi ing \>*s this pattern th«. *■ a 3 percent 
:ate of industrial productivity grOw.""h came to be identified as 
virtually inherent in American economy. By 1965 this conc'it.ion 
was transformed. Here are the average annual Tw*-**s cf pro^ucti— 

vlty growth thereafter: 

1965-70 2:i percent 

1970-75 1.8 percent 

1 97 5- ' 1.7 per cent 

These were not or.ly the lowest annual rates of productivity 

growth recorded for American manufacturing but 0X00 the lowest 

rate*, . f productivity growih in any major industrialized country 
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for which data ire avail-Me. Here ii the comparison of average 
aru.ua! rate, of growth in manufacturing industry productivity 
fro. 196S to 197S in the f oliovjing^countrie^:^ ^ 



Belgium 



8.2 6.6 



Canada 3.0 3.5 

France 



3:4 6-6 

5.4 5.3 

6.0 5.1 

^ 4 14:2 

japan 3 • ^ 

Netherlands 5.6 8 ■ 5 



Germany 
Italy 



Sweden 4.4 



7.9 



Switzerland 3-5 6 - 2 

United Kingdom 3.0 3 -° 

United 'States 1-8 2ml 

We have already accounted for the fact that in Japan and 

Cercany as contrasted with the United States, capital resources 

have been used with emphasis for civili^ economic use. The 

« fc f ti - r-rtjiu>t-ivity art a direct reflec- 

low nnd declmino rates of *J. pre iu.-r.avi * 

- c ffvr tHp mechanization and 

tion of the lessened use of c 'Pital le.x r,np 

other modernization of industrial work. 

, - _ (Uf , 11: , lificted feu— the changed 

U.S. industry has Ueo T;L-en v l l^L X J!L.- Jli^flzS — : - 

character of the decision rules ^ erning the mechanization^ 
work, iffiile u^ny factors surely affect output per person employed 
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in industry^ considerable evidence supports the under ). 
that average output per person is most directly »" :i 1 *' : 
the degree of mechanization of work and the acco- .-• i.-i"- organi- 
zation of production. 

The mech>r»* ■ > - of work in U.S. industry had long been 
governed by thi . ■ .-■ - ng effort of U.S. industrial -.-.onagers 
to minimise th • . i ■ • * of production, the better to maximize 
profit. In the c _w,xu to minimize production costs, U.S. indus- 
trial managers typically had the opportunity to replace direct 
manual effort by machine production. This re ^Iacemch was gpjjrred 
by_^ he f ^ c t that prices o fzi iiaeMnery had lbhq tehaca to ris e at a 
lesser rate than wages of labor . This important effect was ob- 
tained as the mariners of U.S. machinery-producing industries 
themselves strove to minimize their costs. Thus as these mana- 
gers responded to increasing costs, like w-'.gcB of Itbor, with ef- 
forts to off3ct them by Improving their own efficiency, they were 
able to offset all or part of the cost increase. Therefore they 
di d" not hk-^--to— ^tc-tctot p ri c es - of- their mdd incry productp _.tg 
the name deg re e as the wages of -th eir worke rs. Fo r the users o r 
reach j he r yS t hip .ncant a s ustained pattern— of— ftd van tatfe —i it shift- 
ing fr_6~, manual to machine J>cr formancc of werkr. ;ghe cons equence 
was autbma tic i her case in productivity per person ±n ffianuf^etuv^ . 



•None of this is *:o s*v that other factor: s.u not affect produc- 
tion competence or pioductivity, Thr.se include the training. 
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morale, worV conprtcncc *hd work traditions of the iabbi iorcC. 

the presence of a long-term, as against a short-term, planning 

traction among managers, the readihe - ot managers to invest in 

domestic industry rather than to .cc" investments abroad— and 

other factore — are surely involved. However; ntudies in many 

industries and work ^operations have shown th.it major productivity 

changes a- e the direct effect of the mechanization of work, in 

turn cohtiojled-in cost-minimx.ing firms-by the reU.lve cost ■ 

(ih^i^£di«tely_«Kspci_«trd vjiriablen) 

of labor to machinery- This facto: -has been snovm to account 

for ab ^ 73 pcrce.it of the observed variability in industrial 
productivity among major countries during the" first half of this 
cer.'ury. See S- Melrnan. Dynamic Factors t? indus trial Produc- 
tivity , John Wiley* 1936. 



a; This classic pattern that had induced productivity 
growth in r:S. manufacturing wa, abridged during the 1960s ac the 
cost ndnimizirv, mechanism was altered by the institutionalization 
of a n^v decision maker, the federal government &iid its r~partment 
of Def-nse, functioning as the effective central administrative 
office manager, -f J7r 000 industrial firms or parts^of firms (i.e. 



I ^contractors) . 

The military establishment developed a sustained patten- cf 
purchasing on a cost-plus basia. Alio, the Apartment: of Defenac 
Under Robert McNamar* institutional d a aeries of ?r^ccic«a f 
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Ufce historical costing and concurrency in production scheduling 
which had the automatic effect 6f inducing rapid cost and price 
increases for the indue trial products produced to their specifi- 
cations. 

The practice of historical costing has meant: noting the 
average price of a product during a period of years, calculating 
the average trend line for that dcvclopmer t, and then extrapolate 
ing that trend to the time when a in- product would be purchaaed. 
{Engineering costing — comparative an* iysis of alternative designs 
Arid production methods for a prodi' ' to discover the least coat 
method— was excluded.) Historic? 1 costing became a system for 
escalating cost and price. 

C o ncurren cy has meant perfo- -ng ordinarily successive func- 
tions—product development, des yn, testing, arid production — in 
parallel. Thereby low-r eliab^i i ,:y products are produced which 
require substantial and costly retrofitting. 

As these and related metho ds wore made preferred a nd charac- 
teriFtic practi c es in milit ary-se rving industr y, the tradition 
of ..ost-mini mining was displace^ *>.y an_efj a ctive patt ern of cost- 
maximizing , Insofar as this penetrated the machinery-producing 
industries, the results have included n'vere abridgment or termi- 
nation of the traditional cost-minimizing process. 

By the 1970s the results were plain enough. Here are the 
percent changes in the hourly earnings of industrial workers com- 
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pared to chanqeD in ma 

Ur.Xted States 

Germany, 

japan 



chinc-tbbi prices from 3 971 to 1978j 

Worker Earnings Machine Tool 
per Hour Prices 



+ 72 
+ 72 
+ 177 



+ B5 
+ 59 
+ 51 



These crucial 'Kta > he-' chat i*; Germany and in Japan ma- 
chine tool p: ; • ^«nr a - 5r 3 ess than the vages to industrial 
workers. In s countries the classic cost incentive favoring 
the further mechanization of work continued, with special 
atrength in the case of Japan. The Japanese pattern during the 
1970s clofiely~r csernbled t he development in the .Jhlted States 
during the first half of this century that had B> y rr_ed__£log Ac- 
tivity growth . 

In the United States, hov/rvcr, the 85 percent increase in 
average machine tool prices, exceeding the 72 percent ric in 
worker earnings, marked the ^lose of the classic process that 
had induced industrial productivity growth in t*E United Stotes. 
In response to this new pattern, that reflected ccs t-maxiraiz-<»g 
rather than a cost-minimizing style of managerial decision making, 
the users of American machine tools res^hded as oh * might ex- 
pect. They proceeded to purchase fewer new machine tools, and 
of those that they did buy, an increasing proportion Were pur- 
chasea outside of the United States. During the 1970s metal- 



93 



wording industries of the United States operated the oldest itocfc 
of m etaiworkihg .nHchinery of any industrialized country. by 
19B0 25 percent ,f the machine tool, purchased in the United States 
were imported. 

9. T »,ere has been a further effect of the military economy, 
with far-reaching consequence* for the viability of civilian pro- 
duction in the United States. Daring the 1960s and 1970s there 
has been a shift in the position of the United States, notably in 
relation to German, and Japan, with respect to the number of Sci- 
entists and engineers serving civilian industry f« 10.000 in the 
labor force: By 1977 the data were as follower 

United states 38 

Germany 4 ^ 



Japan 50 



This means that, as compared with the United States. - large, pro- 
portion of the available population of scientists and engineer! 
in Germany and Japan, notably the latter, were functioning in the 
eervice of civilian product design and civilian production. 

I0 . rffects oh the technical-economic competence of Hv fe 
in d ustri es . The normal f .motioning of the American military . 
economy has withdraw, technical brains and hands, capital for pro- 
duction, and incentive for productivity growth from American ci- 
viliBn industry. Unter these conditions, it should be no i« P ri.e 
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that many American firms become prog re be i vely less able to hold 

market position In the face of competition from outside the Uhl- 
firms 

ted States/ notably thosc^endowed with less imaginative, lees 
venturesome and less prbductibn-brierited management^. By 1978-7 
U.S. production of many classes of goods had been displaced by 
production performed abroad, especially in Western Europe and 
the Far East. The following is a sample of commodities with the 
indicated proportion of imports as a percent of U.S. consumption 
during 1978-79. 

Percentage of U.S. 
consumption 
produced Abroad 



Automobiles 26.7 

Machine tools (198b) 24.6 

Steel mill product s 15 .4 

TV sets, black and white 87 

Calculating machines, hand 

held 47 

Calculating machines, desk 

top and printing 39 

Microwave ranges and ovens 22 

Communications systems and 

equipment 16^3 

Integrated miciocirculte 33T8 

X-ray and other irradiation 

equipment 24 .3 

Motion picture cameras (1977) 74 
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51 

Sewing machinru 

tape xccordero_«nd dictation 
itiachinee, office type 

Bicycles 

Apparel 

Leather gl oven 
Footwear (nori- rubber) 
Flatware 

^hc r »^TTt**T^s of production once 
translate diren.lv y^aneht IQes of^o^^^^ 

ridustries- 




Since the elemental tack of an\cconomy. any 



organize people to work, it is evident that the military economy 
oi the United States i» an anti-economy. Independently of inten- 

r 'Z~ ,. e disables the competences or- 

tion, the military economy of the U.S. 

dinarly required for the conduct of economic life. 

11. The military budgets planned for 1981-1986 will accen- 
tuate each Of the causal factors that has produced the decay of 
technical-economic cotr^eience in many U.S. industries. 

12. There are no grounds for supposing that these develop- 
■nents can be reversed without a reversal in the causal conditions 
which have brought them about. The capital and technical talent 
that have been preempted for the military economy must be con- 
verted to civilian use in an orderly conversion process. The _ 
cost-making pattern f/^^TS^ ^ J^M^&f 
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In the lbh'j history of industrial capitalism the trade unions 
have been accustomed to dealing with employers who organized produc- 
tion as a basic way to increase their wealth. But the private em- 
ployer, in the American model, has become more interested in short- 
term profit and mobility of finance capital > hence, making money. 



not goods. Meanwhile the state managers have stressed their mili- 



tary economy that produces power-wielding instruments - but nothing 



that can be used for consumption or further production. 



social contract: management was accorded the power of decision and 
a large share of the income? in return workers and community 
expected managers to organize work; That social contract has been 
broken. 

it is how left to Working people and their trade unions to 
devise new ways of organizing work. therefore trade union organiza- 
tion for economic conversion is a vital step in this hew ai feet ion; 

The issues of peace and economy are now j bined . 



For two centuries we ha^e operated industry under a great 
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Looting the Means 
Of Production 
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Tito rttel neuurraa thai conatituu a MiUn'4 i«p4ul fund 
cannot ba enlarged try nvlnj ■ bud |« try wand Natihar 
cm manufactured facllitiea be multiplied by rr»t flchar 
lybaidim jnanaaefe^o^^ BMitin*. 
chlnary, tallied Labor, engioMra and acicntiau — all ara ft- 
BJUnoumbarart mcutitotncraa**^ 

Thv cenocmratkm of capital -on 4h» mlllury port*nd» 
anarply (Unrtntth«H)pponuniry for a productive livelihood 
for mom Americana. Clearly. ■ choice mull be made e» lo 
aiaminaeereocairceearill beuaad 

The accompanying Usl of treda-off » 1 1 lustra lea the kind* 
oftbotewthetiha RM|M Adinlru*lraUonejidlheCongree» 
am buv making wtlh iltofr budget and lax plane. Intended or 
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■ am overrun, jojfdl , of Ihe 1 
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Army AH-M halloop- 



UU and IM cud In tba Pedant aoiar. 



- 109 top-quality, e n e r gy a fflrl — t 
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Htpp, a Columbia University doctoral candidate; lha Coun- 
cU_wi tconpmjc PrtorUlea. Uw city of San Diego, and the 
California Public Policy Center. 

(aymour Mtlmon, prc^tMor.ojtMdiatnaf engineering af£o? 
lumbw L iwvertfly and nflfwnof cochairman o/ lAe peace 
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Mr. Aspin. Let me ask you this, in what sense is the military dif- 
ferent from other Government spending. iri_the_ problem point 
out, particularly of the loss of capital that could otherwise be spent 
on_ producing goods or helping productivity? - 

Mr. MeLman. If you build a dam, for example, you can produce 
something with it— hydropower, electricity that can be used for 
consumption or for further production; . 

Mr. Aspin. Right. You say defense is neither— leads to neither 
consumption norlfurther production. 

Mr. Melman. That is correct. 

Mr. Aspin: Isn't it a form of consumption? 

Mr. Melman. It is a form of using up. . . 

Mr. Aspin. Yes, but it is using up for something that society col- 
lectively decides that it wants to do: It is defending the country. 
That is something society wants to do. Maybe it is too much, but it 
is a decision made through the political process to expend a certain 
amount of resources toward some end. 

Mr. Melman. Yes. 

Mr. Aspin. In that sense it seems to me to be consumption. 

Mr. Melman. You are correct in the sense that military serving 
activity has certain military utility, Usefulness. Of course it does: It 
has political usefulness: It has military usefulness. To some persons 
it has esthetic usefulness. To others even religious usefulness. But 
it doesn't have the economic usefulness that we ordinarily Under- 
stand as consumption. That is to say, a house to live in, clothes to 
wear, food to eat, and entertainment to enjoy. 

That could be made very concrete, Mr. Chairman. Consider the 
Bureau of Labor Statistics listing of items which it measures for 
the Consumer Price Index, CPI: That is my consumption list,. Mili- 
tary goods and services do not appear on that list. You wouldn t 
expect them to r would you? 

Mr. Aspin. What? 

Mr. Melman.- You wouldn't expect them to, _ _ 5 

Mr. Aspin. No, no; but wouldn't it also be— it seems to me it 
would be similar to some other kinds of Government spending such 
as, sa^ the police department. In what way— isn't spending on the 
military similar to the police department? The police department 
doesn't appear in the Index either. It is not the sort of thing you 
normally consume, it is not housing, food, clothing, but it is some- 
thing that people buy through their Government as a form of secu- 
rity. 

Maybe they are spending too much on police, maybe not enough, 
but it seems to me it is a similar expenditure. 

Mr. Melman. The police forces are used for domestic and law 
compliance, law enforcement. - . 

The Armed Forces are used in international competition by 
threat of use, or by actual use, to overpower an opponent and to 
impose political will. Before World_ War II the Armed Forces of the 
United States— apart from the war periods themselves— the Armed 
Forces of the United States took a modest quantity of resources, 
however measured. A standing army of 100,000 or 200,000 was 
characteristic, oT_the period. - - ; 

For the aggregate economy, with military production at a modest 
level, there was rib issue of major preemption of capital resources, 
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with major consequence on the man ufactu ring system, major conse- 
quences on productivity; . . _ 

That was transform World War as the use of 

resources for the military enterprise became large and sustained; 
hence, the title of my prepared statement, Mr. Chairman, The Eco- 
nomic Cost of a Permanent War Economy; 

By a permanent war economy, I mean an economy in which mili- 
tary production is sustained, is large; and is jordinariiy treated as 
part of the economic end product, as part of the GNP, a treatment 
that has obscured the effects of the military economy on the- quan- 
tity _ ah'd .quality of 'capital, resources available for civilian industry. 

Mr; Aspin: I understand; The issue of course is its size realtive to 
other things. 

I am just asking from the standpoint of an economic analysis. 
Are there not other Government expenditures which in form are 
very much like military expenditures? Maybe they are nowhere 
near as large, but it seems to me that 

Mr. Melman. If you go to the national parks, we see the park 
rangers, don't we? 

Mr. Aspin. Yes. 

Mr. Melman. The park rangers are a form of police. 
Mr. Aspin. Yes. 

Mr. Melman. As we know, the park rangers also have many 
other duties, don't they? They look after conservation, look after 
the well-being of the conserved area. But this police, like the others 
use only minor amounts of capital resources. 

The military have some fragment of civilian type activity, The 
Coast Guard fishes yachtsmen jput of the waters. The Army Corps 
of Engineers has a certain number of activities that are supposed 
to spur waterway transportation^ But those are a trifling part of 
the $2,089 billions of military budgets projected from 1981 to 1988. 

Mr. Aspin. But the fundamental cost in each of these cases, I 
would say, is peace of mind, security, whatever you want to call it. 
That is why you buy a police force; that is why you buy ah army; 
that is why you have a court system; that is why you have an FBI. 

Leaving aside the issue of whether we spend more or less on 
these things, it seems to me what we are buying there is essentially 
the same thing. It is not what you normally think of as a consumer 
good. It is not a house, not clothing, not Food. It is not what we 
would buy on our own. But it is the sort of thing with that we buy 
through collective action of Government, because we feel it fulfills 
a need for this kind of stability in our lives and a kind of protec- 
tion. 

You are protecting yourself with the police department from in- 
ternal threats of having your house robbed or being mugged and 
other things. Perhaps we are riot doing it well, but that is why you 
buy the police. In the case of an army, you are buying it for pro- 
tecting the country against invasion. 

To be sure, police can be misused just as the army can be mis- 
used. It can do a lot more than what people want it for — to protect 
them. But basically, a free people decide to buy a police depart- 
ment or an FBI or a court ay stem; I would say; _for reasons similar 
to those for which they decide to buy a military establishment. 
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Mr. Mki.man. That is .a maryelbus!^_dptj 
lions served by the present armed forces: First, U:S: Armed Forces 
cannot deliver' defense or, as you called it, protection. There is no 
shield in a physical sense any. longer; Once nuclear weapons 
became available in quantity and could be delivered with diverse 
vehicles, defense ceased as a military function as among the nucle- 
ar armed states. The only place where defense is left in the name 
of the Government department. The main remaining military func- 
tion is the ability of U.S. Armed Forces to coerce smaller states, 
and support preferred sides in civil wars— as in El Salvador. 

Second, peace of mind? It is precisely because of the character of 
modern weaponry and armed forces that peace of mind has gone 
into grave disrepair: Thus, there is not much peace of mind with 
respect to the prognosis of nuclear war. The recent experience is 
massively supportive of that: 

Thus, the .display of a modest representation of the facts about 
military weapons now in place — I call the ABC film "The Day 
A ft er ' ' a mod est rep r es en tat id nor un d e rstatement — d id not y ield 
peace of mind in the populace. It yielded grave disquiet. Hence, the 
traditional assumption about buying security, peace of mind does 
not stand. 

Mr. Aspin. But I would contend that I can find a — you have a 
rather healthy skepticism about the role of military in a modern 
society. I can find you st me constituents in the innercity that have 
a very healthy skepticism about the role of a modern police force 
in an industrial society that would make similar statements about 
the perversion of the use of a police force. 

Mr. Mki.man. Mr. Chairman, I agree: 

Mr. Aspin. Right. 

Mr. Melman. But that doesn't take away in the slightest from 
the economic consequences that flow from the operation of a con- 
tinuing, massive military economy. 

Mr. Aspin. No, i t does not; it does not. I thin h your overal 1 basic 
point may be essentially correct about the impure of the size of it. I 
wouldn't pick out defense as the only problem, but the size of it 
makes it the most important. 

Tell me about the spinoffs: What was that? There was a study 
you cited about a 5 percent or 10 percent effect— a Department of 
Commerce study?. . 

Mr. Melman. Yes. In a moment I will have the citation for you. 

This is dealt with in two places. One, a paper hy Dr. Michael 
Boretsky, titled, 'Trends in U.S. Technology: A Political Econo- 
mist's View, 1 ' in the Journal of American Scientist, January 1975. 
Second, there is a volume by Granville W. Hough, titled, "Technol- 
ogy Diffusion," published by Lomand Systems, Mount Airy, Md., 
11*75, page 47: 

Mr. Aspin. And the general conclusions will look them up. 
We want to follow the issue further: 

But w hat th ey cone 1 u ded was th at in fac t there was the spinoff 
of— the spinoff was very small, 5 or 10 percent. 

Mr. Melman. Perhaps 5 percent, but hot more than 10. 

Mr. Aspin. When they say spinoff, what are they referring to? 

Mr, Melman. Civilian usefulness of results of military funded re- 
search. 
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Mr. Asimn. As .measured by dollars or measured by numbers of 
products or what? _ - - -- 

Mr. Melman. J believe that was gaged in estimate of dollar mag- 
nitude. 

Mr. Aspin. OK. Very interesting. Questions? 

Mr. Fazio. 1 would like to try one area of questioning You place 
heavy emphasis in terms of reduced rate of productivity increase in 
recent vears on our inability to innovate and to keep the decreas- 
ing cost of machine tools constant with the increasing cost ofjalnr. 

Society today seems to be focusing on the requirements that 
labor accept less for its efforts: We are going through a number of 
very difficult labor-management periods in many of our basic in- 
dustries, not only in jobs being eliminated but wages being reduced 
and benefits being cut back. 

Would you comment on the propensity we seem to have to over- 
emphasize the costs of labor in terms of our international competi- 
tiveness? 

You didn't provide much data along those lines, but I am sure 
the implications of what you said would lead us to believe that you 
think we have vastly overemphasized the comparative costs of 
labor. - - - - 

Mr. Mki.man. Until 1975, the United States paid the highest 
average hourly earnings per production worker in manufacturing 
of any country in the world. After 1975, that was transformed as 
the countries of Western Europe developed economically ancl pro- 
ceeded to pay progressively higher wages to their industrial work- 
ers. 

Thus, the hourly full cost to managements— that means money 
and noriwage costs— for industrial workers in 1980 were the follow- 
ing among countries: United States, $10; Denmark, $10.44; Ger- 
many, $12.26; Luxembourg, $11.81; the Netherlands, $12.17; 
Norway, $11.29; Sweden, $12.51; and Switzerland, $11.15. - 

In a word, by 1980, the United States became a medium-wage in- 
dustrial country. 

How was it possible, as during the 1950's, for the U.S. auto indus- 
try to pay two to three times the wage of Western Europe and, at 
the same time, produce cars that were the cheapest in the world 
measured in price per pound? How could it pay the highest wages 
arid produce the least expensive product? 

It was possible because of the sustained attention that had been 
given in the U.S. auto industry to the mechanization and collateral 
organization of work such that the productivity of labor and capi- 
tal, was sufficient to offset the U.S. wage. | 

That is the crucial meaning for productivity growth, and for 
price competitiveness and for employment, that adheres to the clas- 
sic pattern of cost minimizing. Industrial management in the 
United Scates was until about 1965 cost-minimizing in character, 
excepting even there the military economy. - 

I cite the case of wages because it is so widely discussed and be- 
cause it plays a crucial role, and because the evidence of a whole 
industrial century is that the United States paying the highest 
wages in the world by producing goods that were acceptable in 
quality and in price. Nothing has happened in the physical urii- 
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viMse to make it impossible to continue that sort of process; What 
has changed is in the social universe, in the economic universe. 

The microeconomy of cost minimizing, which stilt occupies an 
honored place in. every economic textbook I have seen, is in fact 
virtually nonexistent except for a scattering of firms *;hat might 
comprise 5 percent of the industrial system. 

Ask yourself if you £Ould identify a single product which during 
the last decade or so has been reduced in price. Remember it was 
once the case that when new products were introduced, they would 
typically cost x the first year and then it was x minus something 
in successive years. So cost and price reduction were once a charac- 
teristic pattern of mass production industry. 

In recent years, the only products that can be identified as 
having that character are the hand-held calculator, computers — es- 
pecially measured in terms of-Cost or price per unit of capacity- 
ball pens, and contact lenses. I have been seeking out examples of 
any other products, manufactured product, that fell in price. Re- 
duced cost and price once _ was c h a r ac te r i sti c o f m a ri ujac tu red 
goods; I wiU give you a further example: One of the most important 
p rod ucts of a moder n m anu f acturing in dustry is electr ic power . It 
is u capital good: It is used everywhere by the rest of the system. 

During the first two-thirds of this century the price of electric 
power to industrial users in the United States declined year after 
year, and I mean i in current dbHars. How w to have 

the price of electricity diminish in cost as the input factors — wages, 
salaries, fuel, machinery, structures— incrcaseH in price? It was 
possible because efficiency in the conduct of the production enter- 
p r ise was suffi cie nt to offset a 1 1 of these cost in c reases. 

The argument made recently and currently that the high wages 
of labor and what makes U.S. industry noncompetitive falls before 
the Scottish legal verdict — not proven — in view of the substantial 
weight of evidence to the contrary. - ______ 

What has happened is something else. The character of industri- 
al management has changed. Private managers are hell bent to 
make money instead of goods as a general characteristic. Their 
modal condition has shifted from cost minimizing -to cost pass- 
along. The State managers, centered in the White House and the 
Pentagon operate the military economy—with its 37,000 firms, very 
large budge ts , and b u i 1 t- i n i n s t i t u t_i p n al i ze_d __ regu la t ion s— to rri a xi - 
mize cost and subsidies in the service of their power wielding. That 
is visible at every turn. 

Mr. Aspin. Thank you very much. Dr. Melman, we appreciate 
your being here. We appreciate your testimony very milch *Thank 
you: 

Mr. Melman. You are most welcome. 

Mr. Aspin: The task force will recess until 4 o'clock this after- 
noon. 

Afternoon Session 

Mr. Aspin. We will reconvene our hearings here this afternoon. 
We are honored to welcome a very- important witness this after- 
noon, Rudolph Penner, the new Director of the Congressional 
Budget Office. We welcome you here, sir. 
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Why cloh't you proceed? 

STATEMENT OK RUDOLPH C PKNNKK. DIRECTOR, CONGRESSION- 
AL BUDGET OFFICE, ACCOMPANIED BY LAWRENCE R. FOREST, 
ANALYST, NATIONAL SECURITY AND INTERNATIONAL AFFAIRS 

division, ciio 

Mr. Penner. Thank you very much, Mr. Chairman. I am pleased 
to appear before you today to discuss the economic outlook and the 
influence of rising defense budgets on that outlook. 

In the first concurrent resolution on the budget for fiscal year 
19K4, the .Congress provided for annual real growth in defense 
budget authority of 5 percent a year through 1986. CBO's most 
recent economic forecast, released last August, assumed these de- 
fense increases and the other fiscal policies of the first resolution. 
Our forecast projects continued growth in the economy and moder- 
ate inflation for one or possibly 2 years, despite Federal deficits 
that are very large by historical standards. 

Earlier administration budgets have proposed even more defense 
spending and less nondefense spending than provided in the resolu- 
tion. Additional emphasis on defense would, of course, promote de- 
fense-intensive sectors of the economy at the expense of others, but 
CBO believes the economy could accommodate such shifts without 
significant adverse effects on macroeconomic variables such as em- 
ployment and long-term productivity gains. _ __ _ 

Thus, the choice of a mix of defense and nondefense spending 
must depend on a political judgment about whether added defense 
spending contributes enough to national security to justify its 
direct cost. That is not to say its indirect costs are not extremely 
important in that decision. _ _ . , 

From the economic standpoint, the question is not the desired 
level of defense spending but how it is financed: Whether by run- 
ning higher deficits, by reducing Federal nondefense spending, or 
by increasing taxes. 

DEFENSE NEED NOT REKINDLE INFLATION SOON 

In 1983 the economy has grown briskly, at about an average pace 
for a cyclical recovery, and inflation has been moderate. We expect 
further noninflationary growth for another year or two. - 

Specifically, CBO projects that real gross national product will be 
up about 6 percent in 1983— fourth quarter 1983 over fourth quar- 
ter 1982— arid about 4.5 percent in 1984. That growth, in our opin- 
ion, will help lower civilian unemployment from an average rateof 
about 9.5 percent in calendar year 1983* to about 8 percent in 1984. 
Unemployment last month already was down to 8.4 percent. 

The recovery has not rekindled inflation, and we expect prices to 
continue rising only moderately during 1984. Our forecast shows 
inflation edging up from about 4.5 percent in 1983 to about 5 per- 
cent in 1984. The small rise projected for 1984 reflects increases in 
social security taxes, assumed .declines in the foreign exchange 
value oT the dollar, some strengthening of weaker labor markets, 
and partial recoveries in prices of some basic commodities, princi- 
pally foods and fuels: the forecast does not foresee acceleration of 
inflation in large numbers of markets or industries- 
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Sharp increases in defense spending could increase inflation if 
thov contributed to bottlenecks in major industries; But our projec- 
tions suggest this is unlikely. In 1984 and 1985, capacity use in 
major defense-intensive industries— which are primarily manufac- 
turing industries— is expected to be well below peak rates achieved 
in years when inflation was accelerating. 

In aerospace and shipbuilding, for example, we project that ca- 
pacity usp in 1985 will reach 83 percent, c mpared with 91 percent 
both in i:)79 and in 1966 during the Vietnam period. In_ manufac- 
turing as a whole, we project that capacity use in 1985 will just 
reach its historical average of 83 percent, below peak rates of 86 
percent in 1978 and 91 percent in 1966. _ 

Capacity use will remain below peak rates even though the econ- 
omy is recovering somewhat faster than we anticipated earlier this 
year. Indeed, in the sectors most strongly affected by defense, such 
as aerospace and shipbuilding, we now project slightly lower capac- 
ity use than we did in our February 1983 forecast. This stems from 
the slower growth in defense spending proposed by the First budget 
resolution. In most other sectors— which depend predominantly on 
hondef ense business— we see higher capacity use; For example, we 
now foresee much higher capacity use in the iron and steel indus- 
try, but still far from levels that suggest bottlenecks^ 

Early in the new year, CBO will revise its forecast to reflect 
recent economic events arid final-congressional action on the 1984 
budget. Among other things, the Congress cut about $5 billion from 
the first budget resolution's 1984 target for defense budget authori- 
ty. 

The economic outlook for the next year or so appears favorable 
despite Federal deficits that are high by historical standards.. The 
first budget resolution called for spending cuts and tax increases 
that would reduce deficits substantially. 

Under that resolution, CBO projected that the deficit ^would be 
about $180 billion in fiscal 1984 and $140 billion in 1986. The high- 
employment deficit_would stay hear $100 billion. 

But these estimates^ assumed legislative actions that would sub- 
stantially cut deficit levels below those implied by current law. As 
things now stand, deficits will remain; near $200 billion through 
1986.. 



DEFICITS POSE THE tONGRUN RISK 

The risks of sparking inflation or high interest rates would in- 
crease sharply if the economy recovered faster than we forecast; 
Suppose, for example, that real GNP in 1984-86 expanded at 5 per- 
cent a year. Then, in 1986, unemployment would fall^ below 7 per- 
cent. And capacity use in manufacturing would move into the 85 to 
88 percent range, comparable to rates achieved in the 1973-74 and 
1978-79 periods of higher inflation. . . .._ 

Of course, these risks have to do with overall budgetary policy, 
riot just defense; Even if defense budget authority for 1984 to 1986 
were to have no real growth over the 1984 level— rather than the 5 
percent assumed here—unemployment, capacity use, and the defi- 
cit would not change dramatically. 
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Capacity use in manufacturing, for example, would be about 1 
percent lower in 15)815. Unemployment rates would probably not 
change more than -small fractions of a percent. The 1986 deficit 
would fall about $15 billion. 

This is not to argue that defense, which under our projections 
will account for about 30 percent of total Federal outlays in 1986, 
should escape careful scrutiny. All spending needs close scrutiny, 
especially in a period of fiscal stringency. 

THE ECONOMIC IMPACT OF HIGHER DEFENSE SPENDING 

My testimony thus far has focused on the defense spending plans 
and other policies assumed in the first concurrent resolution. The 
administration may, as it did in its January 1983 budget, propose 
higher defense spending and less nondefense spending. In certain 
industries, higher defense spending would pose risks of spot short- 
ages that could drive up weapons prices. But higher defense spend- 
ing would not greatly affect overall employment. Nor should 
higher defense spending significantly retard gains in productivity. 

WEAPONS COSTS 

Rapidly growing defense spending could cause spot shortages in 
some industries that focus heavily on defense. Last February we 
projected that, to satisfy defense and nondefense demands, produc- 
tion in 36 of 100 industries— in the four-digit standard industrial 
classification— would have to rise to unusually high levels by 1986. 
Unusually high means more than one standard deviation above the 
industry's trend production. ■ - ' 

These 36 narrowly defined industries are predominantly in the 
areas of aerospace, Specialty metals, electronics and instruments, 
and metal fabricating, particularly forgings. Our forecasts antici- 
pate gradual increases in their capacity. ; _ _ - 

However, large capacity increases might occur in the face of 
sharply higher demand, and to the extent that they did, the poten- 
tial for spot shortages would be less than we have forecast. 

In any event, such spot shortages probably would have minimal 
effects on the overall economy, but jhey might have effect^ on 
weapons costs. The 36 defense-intensive industries mentioned above 
accounted for only 3.7 percent of GNP in 1981, but their defense 
production represented almost 40 percent of total defense pur- 
chases from industry. _ _ ,_ , 

The above analysis is based on the administration s January 19»d 
budget plan and CBO's February forecast. Since then, the Congress 
has cut 1984 defense spending authority, while the economy has 
grown faster than we anticipated. We will update our forecast in 
coming weeks, but we do not believe that doing so will significantly 
change the analysis. 

EMPLOYMENT EFFECTS 

Some critics of increased defense spending argue that it will have 
adverse effects on employment. But this argument does not find 
much support in economic research. In the long run, total employ- 
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hierit seems to hi* determined primarily by the size of the labor 
force; 

In the short run, large econometric modejs suggest that increases 
in overall defense cr nondefense spending on goods and services 
have about the same effect on total employment. Simulations using 
the models of Data Resources Inc; and Wharton Econometric Fore- 
casting Associates bear this out. These same models predict some- 
what smaller shortrun -employment gains from tax cuts or in- 
creases in Federal transfers. 

Recent economic analysis suggests that more Government spend- 
ing financed by higher Government debt may not increase aggre- 
gate employment as much as shown by the models for three rea- 
sons. First, as economic activity begins to expand in the sectors 
stimulated by increased Government spending, interest rates begin 
to rise if money growth is held constant. This can crowd out other 
forms of economic activity and employment. In monetarist theory, 
the offset is almost complete within a very short time period. 

Second, the same interest rate increase attracts foreign capital 
which, under flexible exchange rates, bids up the value of the 
dollar and decreases employment in export industries and in indus- 
tries competing with imports. 

Third, the deficit has recently reached such alarming proportions 
thai further increases could raise fears regarding the long-term 
health of the U.S. economy; this could inhibit business from 
making the long-term investments so necessary to continued eco- 
nomic growth: The negative impact on investment could, in other 
words, be greater than that which would be expected to result from 
normal "crowding out." 

The economics jjrbfession_ is now in the midst of an intense 
debate as to whether standard models reflect these phenomena 
adequately. Whatever the outcome of this debate, it is unlikely to 
affect the comparison between the employment effects of defense 
and nondefenso purchases. All the theories find that shifts between 
defense and nondefense purchases have only negligible employ- 
ment effects. 

More generally, it should be noted that many forms of defense 
spending have very similar counterparts in the nondefense budget. 
It would be surprising if the construction of aircraft runways had 
macroeconomic effects very different from the construction of high- 
ways; or if an increase in military retired pay had effects very dif- 
ferent from an increase in social security; or if increased Pentagon 
hiring had effects different from increased employment in nonde- 
fense departments of the Government. 

PRODUCTIVITY GAINS 

There is one major difference between the defense and nonde- 
fense budgets viewed as a whole. Defense budgets are more heavily 
weighted toward purchases of goods and services and relatively 
light on transfer payments. 

Economists often refer to Government purchases of goods and 
services as being "exhaustive," that is to say, as directly depriving 
the private sector of labor and material resources. This does not 
argue against such purchases if the Government can put the re- 
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sources to public Uses that are more efficient than their private 

uses: - mi- 

Transfer payments, on the other hand, are not exhaustive: They 
simply transfer the power to buy goods and services from one 
group to another^ They may, as a side effect, create disincentives, to 
work and save, thus indirectly reducing the supply of productive 
resources to the private sector, but the size of this effect is a 

matter of great controversy: 

There is no doubt, however, that increased purchases of goods 
and services caused by higher defense spending would decrease pro- 
ductive resources available to the private sector. 

In the short run, higher defense spending could also slow com- 
mercial research and development, an important factor in produc- 
tivity gains: In the longer run, effects of defense spending on pro- 
ductivity growth should be negligible. 

Productivity gains in the private sector could be adversely affect- 
ed if increases in defense purchases draw off or begin to exhaust 
R&D resources. Defense spending demands a disproportionate 
share of scientists and engineers^vorking on R&D. 

In 1981, defense spending amounted to about 6 percent of GNP 
but used_ about 25 percent of all such scientists and engineers: 
Thus, a sharp rise in defense spending could, in the short run, 
reduce the number of skilled R&D workers available in the nonde- 
fense sector and hence slow commercial R&D and productivity. 

In the long run, a shift toward more- defense spending would 
probably have negligible effects on productivity growth. As the 
wages of scientists arid engineers rose, any shortage should be 

offset as colleges and universities provided more graduates. 

Moreover, defense production sometimes yields innovations bene- 
fiting private sector productivity and possibly stimulating deriva- 
tive innovations in the private sector. Examples of defense-support- 
ed developments benefiting private productivity include jet engines 
and computers. 

CONCLUSION 

Nothing in my testimony should obscure the fact that defense 
spending imposes a major cost on the economy. It clearly deprives 
the private sector and the nondefense public sector of resources 
that could be used for other productive purposes. It is up to the 
Congress to decide whether this cost is necessary in order to en- 
hance our national security. 

Moreover, this testimony did riot examine whether the resources 
consumed by the defense effort are being used in the most efficient 
manner possible. That is to say, the analysis did not ask whether 
the same degree of national security could be purchased with fewer 
resources than are consumed by current spending levels or wheth- 
er, with some change in the composition of spending, more national 
security could be purchased with the same total expenditure. _ 

Our analysis does suggest that, if national security requires, the 
economy can support the defense buildup envisioned in the first 
budget resolution. Under that buildup, defense in 1986 would con- 
sume about 7 percent of GNP, a level well below the peacetime 
highs achieved since World War II. Moreover, the economy can sus- 
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tain this buildup with little risk of rekindling inflation, at least in 
the next lew years. - - - - . 

The analysis also strongly suggests that in making difficult deci- 
sions about defense spending^ the Congress need not be concerned 
that a given increase in defense purchases will have a very differ- 
ent impact on employment, inflation, or other macroeconomic var- 
iables than an equal increase in nondefense purchases. Everything 
that we know suggests that, within the range of the options now 
being proposed, the effects are similar. 

Whatever the level of defense spending, a key question for the 
economy is how to pay for the buildup. Ultimately, the Congress 
must pay for it by reducing resources devoted to other areas- 
taking them either from the private sector through increased taxes 
or from the puuiic ^ctor through further reductions in nondefense 
spending, or both. The longer the Congress continues to finance the 
buildup through growing Federal deficits, the greater the risk of 
slowing longrun economic, growth. 

Thank you very much, Mr. Chairman. 

[Testimony resumes on p. 123.] . 

[The prepared statement of Mr. Penner follows:] 
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Prepared Statement of Rudolph G. Penner 

-V. 

Mr. Chairman, I am pleased to appear before you today to discuss the 

" \ - 

economic outlook and the influence of rising defense budgets on that 
outlook. 

In the First Concurrent Resolution on the Budget for Fiscal Year 1984, 
the Congress provided for annual real growth in defense budget authority of 
5 percent a year through 1986. CBO's most recent economic forecast, 
released last August, assumed these defense increases arid the other fiscal 
policies of the first resolution. Our forecast projects continued growth in 
the economy arid moderate inflation for one or possibly two years, despite 
federal deficits that are very large by historical standards. 

Earlier Adrriinistratioh budgets have proposed even more defense 
spending and less nondefense spending than provided in the resolution. 
Additional emphasis on defense would, of course, promote defense-intensive 
sectors of the economy at the . expense of others, but CBO believes the 
economy could accommodate such shifts without significant adverse effects 
on macroeconomic variables such as employment and long-term productivity 
gains. Thus, the choice of a mix of defense and nondefense spending must 
depend on a political judgment about Whether added defense spending 
contributes enough to national security to justify its direct cost. 

From the economic standpoint, the question is hot the desired level of 
defense spending but how it is financed: whether by running higher deficits^ 
by reducing federal hOhdefehse spending, or by increasing taxes. 
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DEFENSE NEED NOT REKINDLE INFLATION SOON 

Out look Favorab le in Next Year or Two 

In 1983 the economy has grown briskly, at about an average pace for a 
cyclical recovery, and inflation has been moderate. We expect further 
ribhihflationary growth for another year or two. 

Specifically, CBO projects that real gross national product (GNP) will 
be up about 6 percent in 1983 (fourth-quarter 1983 over fourth-quarter 19S2) 
and about 4-1/2 percent in 1984. That growth, in our opinion, will help 
lower civilian unemployment from an average rate of about 9-1/2 percent in 
calendar year 1983 to about 8 percent in 1984. Unemployment last month 
already was down to 8.4 percent. 

The recovery has not rekindled inflation, and we expect prices to 
continue rising only moderately during 1984. Our forecast shows inflation 
edging up from about 4-1/2 percent in 1983 to about 5 percent in 1984. The 
small rise projected for 1984 reflects increases in Social Security taxes, 
assumed declines in the foreign-exchange value of the dollar, some 
strengthening of weaker labor markets, and partial recoveries in prices of 
some basic commodities, principally foods and fuels. The forecast does not 
foresee acceleration of inflation in large numbers of markets or industries. 

Sharp increases in defense spending could increase inflation if they 
contributed to bottlenecks in major industries. But pur projections suggest 
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this is unlikely. In 1985 and 1985, capacity use in major defense-intensive 
industries— which are primarily manufacturing industries— is expected to be 
well below peak rates achieved in years when inflation was accelerating (see 
the fable). In aerospace and shipbuilding, for example, we project that 
capacity use in 1985 will reach 83 percent, compared with 91 percent both 
in 1979 arid in 1966 during the Vietnam period. In manufacturing as a whole, 
we project that capacity use in 1985 will just reach its historical average of 
83 percent, below peak rates of 86 percent in 1978 and 91 percent in 1966. 

Capacity use will remain below peak rates even though the economy is 
recovering somewhat faster than we anticipated earlier this year. Indeed, in 
the sectors most strongly affected by defense, such as aerospace and 
shipbuilding, we now project slightly lower capacity use than we did in oar 
February 1983 forecast. This stems from the slower growth in defense 
spending proposed by the First Budget Resolution. In most other sectors— 
which depend predominantly on nondefense business— we see higher capacity 
use. For example, we now foresee much higher capacity use in the iron and 
steel industry, but still far from levels that suggest bottlenecks. 

Early in the new year, CBO will revise its forecast to reflect recent 
economic events and final Congressional action on the 1984 budget. Among 
other things, the Congress cut about $5 billion from the first budget 
resolution's 1984 target for defense budget authority. 
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Outlook Favorable Despite Large Deficits 

The economic outlook for the next year or so appears favorable 
despite federal deficits that are high by historical standards. The first 
budget resolution called for spending cuts arid tax increases that would 
reduce deficits substantially. Under that resolution, CBO projected that the. 
deficit would be about $180 billion in fiscal 1984 arid $140 billion in 1986. 
The high-employment deficit— that is, the deficit calculated at 6 percent 
unemployment— would stay near $100 billion. 

But these estimates assumed legislative actions that would 
substantially cut deficit levels below those implied by current law. As 
things now stand, deficits will remain near $200 billion through 1986. 



DEFI CITS POSE THE K EY LONG-RUN RISK 

Deficits of this magnitude do not provide a permanent means of 
financing spending increases, and they threaten to crowd out private capital 
formation. We now borrow to cover not only some of the expenditures on 
current programs but also to finance the interest bill on the outstanding 
federal debt. The ratio of federal debt to GNP is soaring, and if interest 
rates remain constant the interest bill will also rise faster than GNP. This 
clearly cannot go bri forever. More immediately, we face the risk that 
federal debt will displace private debt and equity holdings in the market for 
funds, thereby decreasing investment in productive capital. Ultimately we 
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have no choice bat to raise taxes or to cut spending by enough to bring the 
budget sufficiently near balance to stabilize the debt-tb-GNP ratio. Not 
facing up to this problem now only postpones the inevitable- 
Deficits also may complicate countercyclical monetary policy. For 
example, the Federal Reserve could respond to large deficits and heavy 
government borrowing by increasing growth of the money supply to curb 
rising interest rates, thereby fueling inflation. Or— what seems more likely, 
given Chairman Volcker's statements— it could restrain growth in money to 
fight inflation, thereby risking sharp increases in interest rates. 

The risks of sparking inflation or high interest rates would increase 
sharply if the economy recovered faster than we forecast. Suppose, for 
example, that real GNP in 1 98<M 986 expanded at 5 percent a year, then, in 
198(5, unemployment would fall below 7 percent.. And capacity use in 
manufacturing would move into the 85-88 percent range, comparable to 
rates achieved in the 1973-197S and 1978-1979 periods of higher inflation. 

Of course, these risks have to do with overall budgetary policy, not 
just defense. Even if defense budget authority for 1985 to 1986 were to 
have rib real growth over the 1984 level— rather than the 5 percent assumed 
here— unemployment, capacity use, and the deficit would not change 
dramatically. Capacity use in manufacturing, for example, would be about 1 
percent lower in 1986. Unemployment rates would probably not change 
more than small fractions of a percent. The 1986 deficit would fall about 
$15 billion. 
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This is not to argue that defense, which under our projections will 
account for about 30 percent of federal outlays in 198$, should escape 
careful scrutiny. All spending needs close scrutiny, especially in a period of 
fiscal stringency. 

THE ECONOMIC IMPACT OF HIGHER DEFENSE SPENDING 

My testimony thus far has focused on the defense spending plans and 
other policies assumed in the First Concurrent Resolution. the 
Administration may, as it did in its 3anuary 1983 budget, propose higher 
defense spending and less nondefense spending. In certain industries, higher 
ctefense spending would pose risks of spot shortages that could drive up 
weapons prices. But higher defense spending would not gr<Mtiy affect 
overalhemployjj<ent. Nor should higher defense spending significantly retard 
gains in productivity. 



Defense Bottlenecks May Rais e Weapons Costs 

Rapidly growing defense spending could cause spot shortages in some 
industries that focus heavily on defense. Last February we projected that, 
to satisfy defense^ and nondefense demands, production in 36 of 100 
industries (in the four-digit Standard Industrial Classification), would have 
to rise to "unusually high" levels by 1986. (Unusually high means more than 
brie standard deviation above the industry's trend production.) These 36 
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narrowly tfefined industries are predominantly in the areas of aerospace, 
specialty metals, electronics and instruments* and metal fabricating, 
particularly forgings. Our forecasts anticipate gradual increases in their 
capacity. However, large capacity increases might occur in tl>e face of 
sharply higher demand, and to the extent that they did, the potential for 
spot shortages would be less than we have forecast. 

In any event, such spot shortages probably would have minimal effects 
on the overall economy, but they might have effects on weapons costs. The 
36 defense-intensive industries mentioned above accounted for only 3.7 
percent of GNP in 1981, bot their defense production represented almost iQ 
percent of total defense purchases from industry. 

The above analysis is based on the Administration's 3anuary 1983 
budget plan and CBO's February forecast. Since then, the Congress has cut 
\9Zk defense spending authority, while the economy has grown faster than 
we anticipated. We will update our forecast in coming weeks, but we* do not 
believe that doing so will significantly change the analysis. 

Employment Impacts 

Some critics of increased defense spending argue that it will have 
adverse effects on employments But this argument does not find rt.Uch 
support in economic research. In the long run, total employment seems to 
be determined primarily by the size of the labor force. 
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In the short run, large econometric models suggest that increases in 
overall defers* or nondefense spending on goods and services have about the 
same effect bri total employment. Simulations Using the models of Data 
Resources Incorporated and Wharton Econometric Forecasting Associates 
bear this but. These same; models predict somewhat smaller short-run 
employment gains from tax cuts or increases in federal transfers. 

Recent economic analysis suggests that more government spending 
financed by higher government debt may not increase aggregate 
employment as much as shown by the models for three reasons. First; as 
economic activity begins to expand in the sectors stimulated by increased 
government spending, interest rates begin to rise if money growth is held 
constant. This can crowd out other forms of economic activity and 
employment. (In monetarist theory, the offset is almost complete within a 
very short time period.) Second, the same interest rate increase attracts 
foreign capital which, under flexible exchange rates, bids up the value of the 
dollar and decreases employment in export industries and in industries 
competing with imports. Third, the deficit has recently reached such 
alarming proportions that further increases could raise fears regarding the 
long-term health of the U.S. economy; this could inhibit business from 
iiiaking the long-term investments so necessary to continued economic 
growth. The negative impact on investment could, in other words, be 
greater than that which would be expected to result from normal "crowding 

OUT." 
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The economics profession is now in the midst of an intense debate as 
to whether standard models reflect these phenomena adequately. Whatever 
the outcome of this debate, it is unlikely to affect the comparison between 
the employment effects of defense and nondefense purchases. All the 
theories find that shifts between defense and nondefense^ purchases have 
only negligible employment effects. 

More generally, it should be noted that many forms of defense 
spending have very similar counterparts in the nondefense budget. It would 
be surprising if the construction of aircraft runways had macro-economic 
effects very different from the construction of highways; or if ah increase 
in military retired pay had effects very different from an increase in Social 
Security; or if increased Pentagon hiring had effects different from 
increased employment in nondefense departments of the government. 

Private Production ^ Hi Slow, But Productivity Gains 
N ee d No t Slow Significantly 

There is one major difference between the defense and nondefense 
budgets. Defense budgets are more heavily weighted toward purchases of 
goods and services, and relatively light on transfer payments. 

Economists often refer to government purchases of goods and services 
as being "exhaustive," that is to say, as directly depriving the private sector 
of labor and material resources. This does not argue against such purchases 
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if the government can pat the resources to pabiic ases that are more 
efficient than their private uses. Transfer payments, on the other hand, are 
not exhaustive. They simply transfer the power to buy goods and services 
from one group to another. They may, as a side effect, create disincentives 
to work and save, thus indirectly reducing the supply of productive resources 
to the private sector; but the size of this effect is a matter of great 
controversy. There is no doubt, however, that increased purchases of goods 
and services caused by higher defense spending would decrease productive 
resources available to the private sector. 

In the short run, higher defense spending could also slow commercial 
research arid development (R3cD), an important factor in productivity gains. 
In the longer run, effects of defense spending on productivity growth should 
be negligible. 

Productivity gains in the private sector — defined as growth in output 
per worker — could be adversely affected if increases in defense purchases 
draw off or begin to exhaust R3cD resources. Defense spending demands a 
disproportionate share of scientists and engineers working on R3cD. In 1981, 
defense spending amounted *o about 6 percent of GNP but used about 25 
percent of all such scientists and engineers. Thus a sharp rise in defense 
spending could, in the short run, reduce the number of skilled R&D workers 
available in the nondefense sector and hence slow commercial R&D and 
productivity. 
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In the long run, a shift toward more defense spending would probably 
have negligible effects on productivity growth. As the wages of scientists 
and engineers rose, any shortage should be offset as colleges and universities 
provided more graduates. Moreover, defense production sometimes yields 
innovations benefiting private-sector productivity and possibly stimulating 
derivative "innovations in the private sector. Examples of defense-supported 
developments benefiting private productivity include jet engines and 
computers. 

CONCLUSION 

Nothing in my testimony should obscure the fact that defense spending 
imposes a major cost on the economy. It clearly deprives the private sector 
and the nondefense public sector of resources that could be used for other 
productive purposes. It is up to the Congress to decide whether this cost is 
necessary in order to enhance our national security. 

Moreover, this testimony did not examine whether the resources 
consumed by the defense effort are being used in the most efficient manner 
possible. That is to say, the analysis did not ask whether the same degree of 
national security could be purchased with fewer resources than are 
consumed by current spending levels or whether, with some change in the 
composition of spending, more national security could be purchased with the 
same total expenditure. 
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Our analysis does suggest that* if national security requires, the 
economy can support the defense buildup envisioned in the first budget 
resolution. Under that buildup* defense in 1986 would consume about 7 
percent of GNP, a level well below the peacetime highs achieved since 
World War II. Moreover, the economy can sustain this buildup with little 
. risk of rekindling inflation, at least in the next few years. 

The analysis also strongly suggests that in making difficult decisions 
about defense spending, the Congress heed riot be concerned that a given 
increase in defense purchases will have a very different impact On 
employment, inflation, or other macroeconomic variables than an equal 
increase in nondefense purchases. Everything that we know suggests that, 
within the range of the options now being proposed, the effects are similar. 

Whatever the level of defense spending, a key quest ion for the 
economy is how to pay for the buildup. Ultimately, the Congress must pay 
for it by reducing resoarces devoted to other areas— taking them either from 
the private sector through increased taxes or from the public sector through 
further redactions in nondefense spending; or both. The longer the Congress 
continues to finance the buildup - through growing federal deficits, the 
greater the risk of slowing long-run economic growth. 




CAPACITY UTILIZATION IN DEFENSE-INTENSIVE INDUSTRIES: PAST AND PROJECTED (In percent) 
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Mr. Aspin. Thank you, Dr. Penner. 

Before we start the issue of defense, let me just ask you about 
the budget arid about the general shape of the economy as you see 
it right now. 

The economy is growing and the recovery is quicker than most 
economists, I think, anticipated this summer. What is the relative 
figure? How much faster is it recovering, where are we going at an 
annual rate now? 

Mr: Penner: Economic growth in the first quarter was a little 
ove r 2 pe r cent; in the second qua r t e r ± _we 1 1 dye r 9 j>e rceii t; arid in 
the third quarter close to 8 percent: 1 think the consensus guess for 
the fourth quarter is around 5 percent at an annual rate. As you 
suggested; our cumulative growth through the First three quarters 
of this recovery is just about the average for a postwar recovery. 

Mr. Aspin. "We/ meaning many economists and most Govern- 
.nient forecasts predicted a recovery somewhat slower than the 
normal recovery. 

Mr. Penner. That is right. On a year-over-year basis, the CBO 
forecast last February, as I remember it, was for real growth of a 
little over 2 percent: We moved that up to about 3:1 percent in our 
August forecast. It is probably going to be closer to 3.5 percent, 
something like that; 

Mr. Aspin. What basically occurred that we did not anticipate, or 
that people didn't anticipate? Why did the recovery, in fact, turn 
out to be a recovery very much like past recoveries, rather than 
the slower recovery that was forecast? 

Mr. Penner. I suppose everybody has his or her own theory of 
that. We will have to wait for the judgment of economic historians. 
Certainly monetary policy was very expansionary for quite a long 
period, from the summer of 1982 through the early part of 1983. 

Fiscal policy was also expansionary: But it is my view — and I am 
not su re _t_hat_ this is _ the consensus vie w~that_ the tax actions of 
1982 helped bolster confidence somewhat: When I was a private 
citizen, my own jprbjectibris of the budget deficit were constantly 
exploding, and those tax actions stabilized it at a very unpleasant 
level. 

We have been referring to this as a normal recovery so far, but 
there are certain respects in which it is very abnormal: One, of 
course, is the very high level of real interest rates. Another is the 
terribie trade deficit: 

Now , in my _vLe_w^ both are y ery di rec tly rela ted_ to_ the budget 
deficit The budget deficit is pushing up real interest rates: That is 
att racting capital from abroad. That creates a demand for our 
dollar when foreigners want to buy our securities. That, in turn* 
makes it very much harder for our exporters to compete abroad. It 
makes it easier for foreigners to compete in the United States 
against our auto, steel,jand other industries: 

The end result,_ it seerns to rne, is that_ the_crpwdijng^_out of busi- 
ness capital formation that all of us feared at the beginning of the 
year has not occurred to the extent that we thought it would. I 
would guess that it has net occurred largely because of this foreign 
capital inflow. 

Now, that is not very reassuring. If we lived in a completely iso- 
lated world, and had no foreign capital to draw on, interest ratc?s 
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would be much highei this country. Presumably business capital 
formation would be less; our capacity to produce and our standards 
of living late in the century would be lower because of the budget 
deficit: . ... - ... ; . r 

Drawing on foreign capital allows us to sustain a higher level pt 
American investment, and, there/ore, of American production out 
into! the future. But our standards of living are lower, anyway be- 
cause we are, in essence, pledging more arid more of that produc- 
tion to pay interest and dividends to people who do not live in this 
country. ... - _ - ..... - - « _ ., 

So either way, if you believe with me that the budget deficit is 
the cause of all of these phenomena to a large degree, you do lose 
standard of living in the future, even though our production— our 
rate of investment— really looks quite good right now. . 

Mr. Aspin. If the recovery is coming at a faster rate than antici- 
pated, does_that mean that ultimately the crunch when private in- 
vestment and public investment—private demands arid public de- 
mands competing . for the available savings— will push interest 
rates up, does that move forward the date that the crunch is likely 
to occur? - , - ' • 

Mr Penner. It is certainly possible that it does. We are now re- 
viewing our forecast that we will be coming out with officially on 
the 1st of February. I think it is reasonable to believe that we will 
have higher interest rates in our forecast than we would have had 
if the Congress had followed through with the first budget resolu- 
tion and had really reduced the future deficits. 

However, it is not my thinking at the moment teat we^will see a 
very large rise in interest rates. We have now essentially experi- 
enced the big change in the Federal budget deficit, and it is_n_ow 
stabilizing at on atrociously high level., Butjt is the level that one 
has to look at. That is stable now. That seems to me to have some- 
thing to do with the level of interest rates. 

If you are looking for future changes in interest rates, you have 
to look at changes in the flow of savings and investment. The Fed- 
eral budget's draw on the savings, as I say, is stabilized through 
1986, with a do-nothing fiscal policy. State and local surpluses ^are 
growing nicely, although one would expect their spending to start 
to rise with some time lag. We are drawing nicelyTrom abroao 1 . As 
I said before, that helps us keep interest rates down,. despite its 
other unfortunate implications. Corporate cash flow is really enor- 
mous. r c j-i — 

So I_dbri't personally at this moment see a great fear of a_ sudden 
crunch. It doesn't mean it won't happen. But that doesn t make me 
feel very good, because I don't see the interest rate situation get- 
ting worse than the horrible situation we have right now, which is 
really off the chart in terms of post- World War II history in this 

C0 Mr. r AspiN. But if the recovery is able to continue with this high 
interest rate, what is wrong with that? mc 

Mr Penner. Well, it is ultimately an unbalanced recovery, the 
thing that is most unbalanced is the trade deficit. As I said, while 
the recovery is going on, we are pledging more of our production in 
the future to foreigners. We are developing an_in_terest bill on i the 
debt which is now the fastest growing component of the budget. 
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There is some danger that that could get completely out of hand. 
By that 1 mean that you could not at some point_either raise taxes 
or cut other spending to cover even the growth in the. interest bill. 

At that point you really have a disaster on your hands in the 
sense that, if you cannot correct the situation, eventually you have 
to repudiate the debt. Through history, countries facing that prob- 
lem have gone to higher inflation, which I am certainly not fore- 
casting. I think we are a long, long way from that end. But that is 
the end of the road we are on right now. I really have not ex- 
plained the effects of the trade deficit very much, but that is really 
hurting our heavy industry, steels, autos, et cetera: It is hurting ag- 
riculture very badly. If we had a lower exchange value for the 
dollar, American farm prices would be higher, American spending 
in the budget itself would be lower. _ 

I think one can go on and on with the indirect effects that are 
not pleasing, to say the least. _ _ 

Mr. Aspin. Let me run it past you this way. When we were pre- 
dicting a slow economic recovery, the guessing was that Congress— 
and the administration— would not do anything about the deficit, 
at least until after the 1984 election on the grounds, first _ofaU> 
that doing something about the deficit is never easy but it is cer- 
tainly tough in an election year, which is also a Presidential elec- 
tion year. 

The thinking was that there is probably enough time, that we 
will get through the 1984 election without killing off the recovery, 
and we will get through 1985, maybe 1986, before this deficit poses 
a threat to the recovery. , 

So, therefore, if it is politically impossible to do something about 
the deficit in 1984— it would be nice but given the political situa- 
tion, it may not happen — but it is still not a disaster. 

Now with the recovery coming quicker, does that change that 
calculation? . ... 

I guess you are saying that it does not change that calculation, 
that you do not-see an effect on interest rates such that it would 
kill off the recession coming any closer. : _ 

Mr. Penner. I think in theory we can go on quite a long time 
with this terribly unbalanced fiscalpblicy. But we know with cer- 
tainty that eventually the day of reckoning will come, if only be- 
cause of the very rapid increase in the interest bill that is implied 
by all of this debt that we are putting out. And that increase in the 
interest bill is enormous. _ _ . 

For example, if we really have a do-nothing policy, and interest 
rates just stay right at the September 1983 level, the interest bill 
between 1982 and 1986 in our projections will have gone up by $56 
billion. Now, we have had a lot of argument about a tax increase in 
fiscal 1986, of something over $45 billion. That doesn't even cover 
the increase in the interest bill.- -- ■ 

" So, no, it is not. a disaster, but we know with certajnty__that we 
have got to fix this thing Up sometime. Putting it off means that 
the problem gets harder and harder as you go on. To a simple- 
minded soul like myself, knowing with certainty that we ought to 
fix it up because the current course is not sustainable, of course, I 
wish we would do it sooner rather than later. 
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Mr. Aspin. Let's talk about defense. First, about the effects on 
in Ration. _ 

Our forecasts and your data indicate that, in fact, there is prob- 
ably not much danger of creating any bottlenecks by the increase 
in defense expenditures that is now currently forecast: Is that cor- 
rect? 

Mr. Penner. That is correct 

M r. As pin. Lea vi n g as id e the very i m portan t issue, the macro- 
economic issue of how you pay for this, the impact of defense 
spending on inflation is really related to the question of bottle- 
necks: is that correct? 

_ Mr. Pe^nner. We most important ques : 

tion of how you finance it, bottlenecks would — — 

Mr. As pi n . is the re a n y other way in wh i c h d e fe n se s pe n id i rig can 
influence inflation besides raising the question of how -you pay for 
IA» that_i_s, the macro question of taxes and cuts and deficits, which, 
of coarse, do have an effect on inflation? - 

The second way in which defense spending can affect inflation is 
through bottlenecks: Any- other way? - - 

Mr. Penner. Perhaps I was too hasty to accept the word bottle- 
neck. Obviously, if you substitute defense- spending far some-mother 
kind of spending, to some degree you will be demanding different 
things: 

I mentioned R&D. So you will effect a relative price change to 
some degree in the economy, even though you might not create a 
serous shortage or a bottleneck. In the way we measure inflation 
with our Consumer Price Index, relative price changes often show 
up as increases in the overall price level. So in that sense, there is 
some problem. 

Mr. AsPiN. One of the things that has happened is that we have 
a higher inflation rate in the defense area than we have in the reg- 
ular CPI. The Pentagon is very often interested in trying to use a 
different inflation rate for their figures than we use for the CPL 

Why do we have a higher inflation rate in defense? That seemed 
to be true even during the 1970*s when we were spending less- 
there could not have been much pressure on those resources in the 
defense area — in fact, in real terms we were probably leveled out 
in defense .spending. 

Why is it that we have these higher inflation rates even in times 
when we don't seem to be spending enough to be putting an 
upward- pressure on defense prices? 

Mr, Penner. I am not sure I can give you a very satisfactory 
answer there: I think it is very difficult to measure prices in the 
defense sector, if only because of very important quality changes 
that go on: .j_ 

It is generally hard to measure prices .in i the public sector in geh- 
era!: Indeed, one way of doing it simply looks at increases in wages: 
So to the extent that you Line/ease wafes in real terms, it _appears 
as though the. Government sector in some sense is inflating more 
rapidly than other sectors. 

Generally we assume that there is no productivity growth in 
Govern me ri it , and I think that is clearly wrong. So part of it, I 
think, is a pure measurement-problem. When you do have a big ex- 
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parisiori, it can as well be a true relative price problem related to 
increases in demand; 

Some of my associates _he re have looked at this particular issue 
more closely than I I might ask, would either of you like to speak 
on this? Mr. Forest. 

Mr. Forest; I have Jooked at the problem. We only, have data 
from 11)72 to date on defense prices. I think one of the- reasons that 
there may be a difference is the measurement problem that Dr. 
Penner just mentioned. Another significant factor is the mix of 
goods that the Department of Defense buys, I have tried to come up 
with a matching mix. This is kind of a metaphysical exercise, coin- 
paring fighters with corporate jets and large aircraft carriers with 
vachts and things like that. _ 

But you can do some comparisons: Vehicles against trucks and 
tractors and things like that. When you make those comparisons, it 
turns out that there isn't a great differential between the defense 
inflation and inflation in somewhat comparable nondefense prod- 
ucts. 

Mr. Asi>in. There is or is not? ; - 

Mr. Forest. There is not: Primarily it seems to be a mix prob- 
lem, _ - . 

Mr. Aspin. So defense buys more— what is defense buying that is 
different from the economy in general? 

Mr. Forest. Defense has been unlucky. It has bought those par- 
ticular items which for a variety of reasons have increased in rela- 
tive price over the period 1972 to date. 

Mr. Aspin. Examples being what? - - 

Mr. Forest. Things that are dependent on steel, for example. The 
price of steel has gone up—because of the large energy component 
in the production of steel. A number of military goods are like that. 

Mr. Aspin. All right, thank you. Let me ask about the employ- 
ment impact of defense spending. Basically your contention is that 
there is not much there, that a fixed amount of spending on de- 
fense will get you about as much as it would spend in other ways 

bv the Government? - 

" Mr. Penner. Well, the same as other purchases— purchases of 
goods and services— probably somewhat more than transfers in 
your typical model, or a lot more than grants, for example. 

Mr. Aspin. And- . __ _ . 

Mr. Penner. Grants to State and local government typically 
have a low multiplier effect. - 

Mr. Aspin. Let's say we took a kinduf arbitrary chop-off of the 
defense budget, let's say an arbitrary $5 billion, a representative 5 
percent of defense. 

Mr. Penner. Yes, that is a problem, as you know. 

Mr. Aspin. Let s suppose you are able to do it and put the money 
into a representative cross sample of nondefense spending— any 
Government spending but defense. Would that mix give you any or 
much difference in employment? 

Mr. Penner, Essentially negligible. __ 

Mr. Aspin, OK. What if you took a much more specific thing, and 
you cut something specific out of the defense budget, such as a 
weapons system, and you took that money and transferred it into 
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something more specific on the domestic spending side. Could you 
get an increase in employment if you did that? 
..J. am trying to ^ think ofjaii example of a .weapons, ^stem_qn _the 
one hand compared to something that would be pretty labor inten- 
sive on the other, 

Mr. Penner. Sure— just as yau have explained it: You could find 
some ^ery capital ^ 

that money to something labor intensive For example, the old 
CETA title VLprograni was probably very labor intensive. In that 
scenario, the mix would obviously change: 

__. .Similarly, .within, the Jd^eiise budget, if you took $10 billion from 
weapons procurement and put it right to the hiring of men, you 
could have an employment effect. 

Mr. Aspin: Suppose you broke down the defense budget What 
would the procurement part of the defense budget be roughly com- 
parable to in nondefense spending? You said that if you broke the 
budget into procurement, pay, other personnel costs, and then 
O&M costs, then pay would be essentially not much different from 
other kinds of programs that are mostly salaries? 

Mr: Penner: In general terms. If you look at the whole defense 
budget , appa rently it is so mewhat more in ten sive and skilled work . 

Mr. Aspin. And it would probably tilt a little toward higher 
paying jobs than would most comparable Government programs, 
certainly most Government public service employment programs. 

Mr. Penner. Sure. 

Mr. Aspin. But retirement payments, would not differ much 
from Federal civil service retirement or similar expenditures. 
Mr. Penner. Yes. 

Mr. Aspin. Let me ask about the final point, about the issue of 
economic growth and impact on economic growth. 

Have you seen any studies that you have confidence in on the 
issue of the fallout from military R&D expenditures to the domes- 
tic economy? 

Mr. Penner. The spillover? 

Mr. Aspin. Spillover, yes. 

Mr. Penner. Let me ask Bob or Larry. 

Mr. Forest. I have looked at a couple of studies. I should men- 
tion that one of the most intractable areas of economic research is 
trying to trace the sources of productivity. 

There is no definite conclusion yet, other than the obvious one 
that a dollar spent on military R&D would probably be less benefi- 
cial to civilian innovation and productivity than a dollar spent di- 
rectly to get at that objective. " ' 

Mr. Aspin. Nothing you have seen would show that it is being 50 
percent efficient or 25 percent or any numerical number you can 
put your finger on? 

Mr. Forest. It has to do with the type of R&D. For the Govern- 
ment as a whole, a disproportionate share is basic research com- 
pared to the economy as a whole. 

That is not true-of defense, however, where there is much more 
applied research. So one would expect that the spillover would be 
less- than R&D money put out by the National Science Foundation. 

Mr. Aspin. What was that again? 



129 

Mr. Forks r;. The Federal Government as a whole funds rather 
large shares, of basic research. 

Mr; Aspin: Pure research, .. ;:_ 

Mr. Forest. Pure research. Where one would expect a large spil- 
lover, yes: The military budget is not like that. It is more oriented 
toward applied research and development, 

Mr; Aspin. So you would expect there would be more civilian use, 
spillover, of National Science Foundation money than, say, defense 
R&D money? ; 

Mr. Forest. Yes. , — 

Mr. Pknner. It might be more spillover. It doesn t mean the rate 
of return is higher. . .... 

It is no easy trick to measure that rate of return in particular 
private industries or most certainly in the military. 

So one way of putting it is that you might spend an R&D dollar 
in the military and make some weapons system very much more 
effective., And in that sense, that dollar would have a very high 
rate of return, but only a tiny portion may spill over. It may be 
that basic research dollars don't have a very high rate of return 
bai it spreads around a lot, 

Mr. Aspin. So spillover is not the same as rate of return. 

Mr. Penner. Right. That is right. 

Mr. Aspin. If you compare military R&D with p_rivate_K&D, say 
of a large corporation, is the mix between applied research and 
basic research in the military comparable to a large corporation? 
How does the comparison run? . 

Mr. Forest: We can get those numbers, certainly; they do exist. I 
don't remember just what they are off the top of my head. 

[The information referred to above follows:] 

Share of R&D budget devoted to basic research 



Share -devoted 



Suur* ::f funds .lfflJ«»Jt 

research 



A 1 1_ Et'tj* * r; _i-L ^ »° v i * r n P )y. o 1 ■ 

\ )*'f>ar tine n t of !>.• IV n sr on I v 
Private industry 



iiveraKt*. in 
percent I 
17.7 
H'». 7 
4.4 



Sounv Nat ion ill Son -no 



Mr; Aspin. Is there anybody who does work in this area who 
comes to mind as being a resource— anyone who has done any valu- 
able analysis of the issue, of the spillover effect from military 

R&D? ■ " , , r 

Mr. Forest. I don't think I am familiar with any research focus- 

ing on the military alone. .. . .. .: - 

There are a few studies trying to compare total federally jund^d 

research with research funded by the private sector, but they do 

not focus specifically on the military: 

Mr. Aspin. OK. Let me ask a question about the general issue ot 

defense spending and investment: 

Obviously we can have high levels of defense spending and high 

levels of spending on investment and other things. There is nothing 
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inherent in higher defense spending, that automatically leads to a 
reduction in investment. You can take it from consumption or, you 
can take it out of other Government programs. 

Is there any evidence that shows that when we spend morje on 
defense we spend less on investment in the civilian economy?^ 
. -Mr; Penner; Well, in 3. fully employed economy I would say^ yes: 
The essence of the problem is that _we_ take, resources from the pri : 
vate economy and put them to the defense purpose: 

Most important by far in determining the mix of resources that 
we get out of the private economy in terms of the consumption-sav- 
ings *nix> I w b^ a question of . how we 
finance that increase in defense spending. Should it be' with con- 
sumption type taxes? Even consumption taxes might lower savings 
because of the income effects, but not as much presumably as a tax 
on returns to capital. 

Printing money, as you know, would extract a different mix out 
of the private economy. So that is overwhelmingly the most impor- 
tant question, how we finance it. 

You indicated that if we want we can get it out of investment or 
. out b f c on sum ption a ri id so on. I am _ri g t sure t ha t_w_e_ k now t he e P 
fects of these various ways of financing with such precision that we 
can really target things that precisely, but we can certainly bias 
the financing one way or the other. 

Mr. Aspin. If someone were to ask you why U.S. productivity is 
slowing or has slowed, would you ordinarily list increasing defense 
spending or the level of defense spending in this country as among 
those reasons? 

Mr. Penner. As you know, it is one of the mysteries in econom- 
ics exactly why product iyj ty has slowed ... Since it .especially J lb wed 
in the 1970's from 1968 through L976, when defense spending was 
really on a \qhg_ downturn I guess it would be one of the last things 
that would spring to mind: 

On t he other han d ± it is ce rtai h ly true, as I rid ted in my f orma 1 
testimony, that defense is R&D intensive and that technological 
change is responsible for a very high portion of our economic 
growth. So to that extent, it may dampen productivity growth in 
the private sector a small degree. 

Putting it more generally, obviously we would aH be better off if 
the state of the world were such that we did not have to bear this 
enormous burden in the defense side, but we have to bear it. We 
have to bear some burden: 

We can argue a lot about exac t ly w ha t it should be. But rea 1 ly 
the bottom line is that we really have to judge that expenditure of 
resources on the basis of what we get from it in terms of our en- 
hanced national security. Worrying a great deal about whether a 
defense dollar is more inflationary or more employment intensive 
Q C more R& D_ i nte n s i v e__t han a food. J tam p do] la r_ br^ some b t her 
dollar is far down the list of worries, in my view. The real question 
is what kind of national security are we getting for that dollar, and 
not what is its secondary inflation effect. 

Mr. Aspin. I agree. Assuming that we are planning our defenses 
adequately to meet our security needs, the only issue arises in com- 
parisons between various countries. I guess the question would 
arise in the defense burden apportioned among our allies. Japan, of 
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course, has a very low defense expenditure, arid we have a relative- 
ly high one. Assuming that together we are doing what we need to 
do to defend against the Soviet Union, the question is maybe one of 
reapportioning costs: --■■=: . 

The question arises of the cost of defense spending on inflation, 
employment; but mainly on economic growth. To what extent does 
the difiererice in the percentage of the gross national product going 
to defense in the two countries, help explain the fact that economic 
growth in Japan has been at a greater rate than economic growth 
in the United States? ; - — 

Mr. PennkU. In terms_of the growth rates per se, It would have 
to be a guess, obviously— that it would play a very small role in 
explaining those two different growth rates. 

Bui obviously, if we could wave a magic wand and the world 
became a friendlier place and we could diminish our defense 
budget, we could experience a one-time big increase in consumption 
or -private investment or whatever we wanted to devote it to. 

So there would be that one-time increase in these other goods. 
But in terms of comparing the long-term growth rates of the two 
countries, I thjrik you would" have to reach pretty far to use that. 

Mr. Aspin. Suppose we could even out the burden between the 
United States and Japan, for example. And suppose we were both 
spending about 6 something instead of what is now less than 1 per- 
cent for Japan. - * 

Mr. Penner. Over (> percent of GNP. - _ _ ■ 

Mr. Aspin. So say roughly (> to 1, a difference of about o percent- 
age points of GNP, which is a lot of bucks. 

Mr. Penner. Right, 

Mr. Aspin. Plus a lot of scientists and engineers and other re- 
sources that that 5 percent of GNP represents. If that money is not 
going to defense and goes to -something else, there is nothing auto- 
matic that says it goes to R&D and investment but certainly a 
pretty good chunk of it, even if you left it alone, would fall into 
that area. 

Mr. Penner. Yes. . ... 

Mr. Aspin. Why wouldn't that have an impact on the longrun 
economic growth rates? _ 

Mr. Penner. It has some impact. Lets suppose we could take o 
percentage points of the GNP out of defense now. That is impor- 
tant, obviously. It is equivalent to the whole addition to real GNP 
next year in our forecasts, roughly speaking. 

So, yes, it is important. If we could take that amount and _add_it 
to investment, if we could, somehow control it, that would be very 
important quantitatively to the investment that year. But the in- 
vestment that year is only an addition to this great, huge capital 
stock out there anyway that we have. 

So it would be of some importance but it would he a one-shot 
kind of thing, and it would have secondary effects on the productiv- 
ity of the private sector. Those would extend through time but 
when it came to totaling up the difference in the growth rates over 
the whole period from 1983 through the year. 2000 or something, it 
would be pretty small is all I am saying. Not that it would be zero, 

Mr. Aspin; What do you assume about defense in the next year? 
Assume it goes back to 6 percent or stays at 1 percent— say we 
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were willing to cut it to 1 percent, whatever Japan is spending 
now, and leave it there: 

.._Mt*_ Penner. I suppose if we could add it all to investment j£ear 
after year that would be a sizable difference: I guess we would in 
fact consume a great deal of it Again, the effect would not be enor- 
mous in the growth rate: It would not be unimportant, however, be- 
cause ji few tenths on the growth rate accumulated over time is sig : 
nificant: 

The bottom line is that in some sense we are worse off than the 
Japanese: We talk about the spillovers from defense R&D to the 
private sector. Well, really an important spillover is the fact that 
the Japanese get an enormous benefit from our own defense effort: 
That is a real spillover of major magnitude. To a large degree, they 
get that free of charge: 

Obviously, if we could figure out some way of having the coun- 
tries that benefit from that — and I shouldn't single out the -Japa- 
nese—pay for it somehow or another, we would be better off. There 
is no doubt about that. 

Mr. Aspin. Questions? 

Mr. Clark. Just one question on the sensitivity of the conclusion, 
the assessment, that inflation isn't going to be a problem in the de- 
fense area. That is based on the assumptions in the first budget 
resolution we adopted and presumably it is reinforced by the fact 
that actual appropriations were even lower at least for 1984. 

Mr. Penner. Yes. 

Mr. Clark. Lower than we assumed in the budget resolution. 
What if we go back to the administration's defense package as the 
papers tell Us the admin is t ration wants to do? 

Mr. Penner. We don't know what the administration is going to 
ask for precisely arid, as I said, we have riot cbrripletecLpur own eco- 
nomic forecast for next year. So what I say has to be tentative. 

But I think the conclusion reached in rriy fdrrrial testimony 
would hold in all probability. If you put all these things together, 
you get quite an increase in the price of what the Peritagori buys in 
a select number of industries. That would be important to the cost 
of the weaponry, but would not in our judgment be a great enough 
quantitative significance to have a major effect on the overall price 
levels in the economy. 

Mr. Clark. Thank you. 

Mr. Aspin." Let me ask you this: What reasons would you give if 
somebody were to ask you why is it that the rate of growth and 
productivity in Japan is higher than in the United States? What 
would you give, what reasons would you give? 

Mr. Penner. Well, that is 

Mr. Aspin. If you are skeptical about defense, what reasons do 
you have? 

Mr. Penner. Again, it is one of the great mysteries. But one of 
the more important points to make is that they were growing from 
a very low level. It was in that sense easier for them. __ _ 

Standards of living in Japan are stiU not as hjghuas they are in 
this country if you properly adjust exchange rates. They were able 
to use technology that we had developed: They do have a much, 
much higher savings rate. 
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Admittedly, as odd as it" se'erris, most studies of productivity de- 
termination dotO show capital formation being of overwhelming 
importance: Frankly, I am somewhat skeptical of that particular 
finding: because, in my view, capital formation plays an important 
role in the implementation of new technology. But that is just a 
guess of mine, and people like Edward Denison in this country, 
who is really the foremost expert on measuring the reasons for eco- 
nomic growth, reject that hypothesis. 

But technology and human capital do seem to play a very large 
role, and they were able to borrow a lot from us in that regard. As 
I say, the enormous savings rate and capital formation rate are 
also factors. 

Mr. Aspin. What is the rate of investment in the Japanese econo- 
my compared to the United States? _____ 

Mr. Pknner. I don't have that number: We can get a number or 
a set of numbers for you Mr. Chairman. _ 

It is difficult to make an easy comparison, however, because of 
the way that savings and investment are measured. Different coun- 
trios use somewhat different definitions and have different institu- 
tional arrangements: But we can give you the numbers as they are 
computed. 

[The information referred to above follows:] 



GROSS SAVINGS AS A PERCENT OF GDP 



19.6 33.4 24.1 
18.1 40.2 24.8 
18 3 31 5 21.4 



1 ::."ji^ean [ :cnnm:c Commufnlv 

c ,oii'c* 1 D'vwatw lor [conomic Cooptf.iticn and Development 

Mr. Ooms. Some testimony given to the committee last year 
argued that defense spending had significant feedback offsets to 
the budget deficit, and that one ought to look at the budgetary 
impact of defense spending in that light; and that, furthermore, j 
these feedback effects on the budget from defense spending were 
larger than those that you would find from other types of spending. 
Would you care to comment on that? 

Mr. Penner. Let me comment on the first part first. Again, the 
vitallv important question is_Kqw_it is financed, as you know: 

If in your typical macroeconomic model you just increase spend- 
ing and' allow part of that to be financed by new money creation, it 
is really quite stimulative in that sense and in the typical model 
you get quite a substantial feedback. But a large part of that is 
really from the money creation, and not so much from the increase 
in the velocity of money caused by the increased purchase: 

I think the way to run it through the model is to hold monetary 
policy constant. By that I mean hold the rate of growth of some 
target, say narrowly defined money supply, constant. In that case 
in all models you get less of a multiplier, less of a stimulus effect, 
and most of these models still give you some increase in GNP. 
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As you well know, the different models show very different mul- 
tipliers, too, and there is a great controversy within the prbfessiori 
as to whether these models are appropriate at all in the day in 
which we live. 

But if you do believe them, then, yes, there is some feedback: Not 
very much, if you hold the money supplier constant, however. 

As to the question of whether there is more feedback from. $10 
billion spent on defense purchases or nondefense purchases, the ex- 
amples we have run s ugges t ve ry 1 it tie d ifferen ce. Of course, if you 
compare defense spending to some other form of spending — such as 
transfers— these same kind of models are structured in a way that 
typically makes transfer spending less stimulative. And as I said 
before, spending on grants to State and local governments — where 
you just sort of swap one deficit for another, as it were — results in 
very little stimulus in these models. 

But even if you could make a good case J;hat a dollar of defense 
spending employed more people, I do not think that that would be 
a case for biasing your whole budget toward defense. Ultimately, 
still you have to ask how much it is worth. 

If we are so clever at being able to change employment, then 
there are all sorts of other means of getting to a given employment 
target other than that particular way. I don't think it is easy to get 
to these targets, needless to say. 

But I return to the basic point of my testimony: Regardless of 
your economic theory o r the model you use^ i f you are talking 
about an increase in a particular kind of government expenditure, 
the fifst arid the most important .question by far is, is it worth it? 
That is, is it really providing society with- a greater .good than that 
same resource or spending could provide in some other area of the 
economy? 

So references to employment effects, inflation effects, et cetera, 
are really red herrings. You can't escape judging the worth of the 
defense dollar by how it impacts on our national security. It is a 
very difficult thing to do. 

Mr. Aspik. Dr. Penner, thank you very much. 

Mr. Pknner. You are welcome. 

Mr. Aspin. We are adjourned. 

[Whereupon, at 5:11 p.m., the task force adjourned until 9:30 
a.m., Friday, De ember 9, 1983.] 
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DEFENSE AND THE ECONOMY: THE ISSUES OF 
JOBS, INFLATION, AND LONGRUN GROWTH 



FRIDAY, DECEMBER 9, 1983 

House of Representatives, 
Task Force on Economic Policy and Growth, 

Committed on Budget, 

Washington, D.C. 

The task force met, pursuant to notice, at 9:33 a.m. in room 210, 
Cannon House Office Building, Hon. Les Aspin (chairman of the 
task force) presiding. . 

Mr. Aspin. Let's begin the hearings this morning on the impact 
of defense spending on the economy. . 

I would like to welcome our first witness this morning, David 
Chu, who is Director of Program Analysis and Evaluation in the 
Office of the Secretary of Defense. ? _ 

Mr. Chu, welcome to our hearings this morning. I don t know 
you but I must say, sir, that everybody whose opinion I trust in 
this business thinks very highly of you. 

Mr. Chu. Thank you, that is very gracious. - 

Mr. Aspin. There are many who serve in the Democratic and Ke- 
publican areas who think you are pretty good. 

Mr. Chu. Thank you. 

STATEMENT OF DAVID S, G CHU, DIRECTOR, PROGRAM 
ANALYSIS AND EVALUATION, DEPARTMENT OF DEFENSE 

Mr. Chu. It is a pleasure to represent the Department at the 
task force's hearings on the relationship between defense spending 
and the Nation's economy. . ., ... 

I would like to respond to the particular questions you_ posed in 
your letter of invitation in terms of what I would argue are the 
three major questions that have characterized this debate over the 
last several years: __ -- , 0 

First, can we produce the goods needed for this buildup/ 

_ Second, what effect ori macroeconomic indicators is defense 
spending likely to have, and what is the proper relationship of de- 
fense spending to stabilization policy? 

And finally, what proportion of its resources can the Nation 
afford to devote tojiational security? 

In terms of the first issue— the capacity question — I would hke_to 
cite as one of the main bases for our conclusions an August 1982 
study bn_this_subject by the Department of Commerce. The study 
presented estimates of defense and nondefense demands in 1985 for 
the products of approximately 500 industrial sectors. One of its 
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most interesting findings was that in only 10 percent of the sectors 
did defense demands account for more than 5 percent of projected 
domestic production. 

I think that is an important conclusion because it illustrates that 
defense spending is a relatively modest factor in our total economic 
picture. For each oft the 50-odd defense sectors, the Commerce De- 
partment then estimated "available capacity," which is defined as 
the sum of unused capacity at. the study's starting point, 1979, arid 
the ^additional capacity estimated to be acquired between 1979 and 
1985, 

Available capacity was compared with the total projected in- 
crease in _def€nse_and_oQ^ .demands _over :_the study _p_erjod. 
Let me quote from what I view as the most important conclusion in 
most of the 58 . defense industries 

words are underscored in the original — is sufficient to supply the 
projected 1985 demands of the economy. 

The Commerce Department went on to state, that the study re- 
vealed no instances in which industrywide supply bottlenecks are 
likely to prevent the achievement of national defense goals. 
- Similar conclusions were reached in a study by the Congressional 
Budget Office as well as in work by Data Resources, Inc., whose 
representatives you will hear from shortly. 

The results, of those studies haye not made V3 complacent about^ 
industrial capacity. For several years now we have made a major" 
effort to provide to industry pur forecast pf_ defense _derMn_d_s, as- 
suming the President's 5-year plan is enacted. These projections 
are made for 400 industrial sectors — the number of sectors for 
which we have detailed data. In the last year we have supplied 
more than v ,2,000 copies of our projections to industrial groups, 
trade associations, and State and local planning agencies. We hope 
these projections provide a better basis for their own planning, es- 
pecially for investment decisions. I might add that, on our part, 
there is an interest in encouraging additional firms to think about 
defense busin ess t to expand the degree of com petition - 

I should add as a footnote that, as a byproduct, this work has 
produced some cbndusibns that r against the popular wisdom re- 
garding the geographic distribution of defense spending. There is a 
widespread bel ief that increases in defense spending disproportion- 
ately benefit States in the West and South. Using these same 
models and extensions of our forecasting models, we have found 
that, in fact, the converse is true. Because of the emphasis on pro- 
curement in the defense budget plans for the next several years, it 
is_ the States, in the Northeast and Midwest that will see_the_ir 
share of defense spending increase. In fact— and I think people do 
not generally appreciate this — New England, is now in the upper 
range in terms of its ranking for defense spending per capita. The 
States in these region s will, at least on ave rage, see inc reases in 
their potential shares of defense activity if our planned budgets 
come to fruition. 

Let me turn from the microeconomic effects, if you wil 1, to the 
macroeconornic effects_of defense spending, and, m particular, to 
two issues that_have_been of concern^ inflation and jobs. 

Our conclusions on inflation reflect both the adequacy of capac- 
ity in individual sectors and the results obtained from macroeco- 
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npinic forecasting models. Looking at this evidence, we don't see 
any danger that the defense buildup is going to rekindle, or some- 
how add in a significant way to, inflation. 

The jobs, issue has, I think r bedeviled the debate on defense 
spending. Our conclusion is similar to that offered 
Penner, that is, there is no difference on average in the number of 
jobs created by defense and n on defense Federal pu rchases. 

Now, it is true that the absolute number of jobs estimated by dif- 
ferent models varies. But that fact reflects the structure of' the 
models and the assumptions that people put into them. When you 
make apples-to-apples comparisons using any of these models you 
find that defense and nohdefehse purchases have about the same 
employment effects. 

I s hou Id stress, what the Sec rjetary has _sa id .repeatedly ; that is, 
we da not view the defense program as a. jobs program: Defense 
spending should be undertaken for reasons of national sec 
foreign policy, and in response to threats we face— not to create 
jobs. But it is reassuring that there is rib adverse economic effect in 
this regard, 

I would like to step back, if I might, from the debate over mac- 
roeconomic indicators and ask what seems to me the important 
policy question: Whether or not we should try to vary defense 
spending, particularly in the short run, in order to adjust to chang- 
ing economic circumstances. In other words, should we use defense 
s pen ding as a too 1 of stab ilizat ion policy? 

We would argue we should not: We say this largely because the 
reason for defend commitments and objec- 

tives and to deal with the threats we face^ But we would also argue 
that defense spending is a relatively inefficient tool of stabilization 
policy. 

If you cut back procurement accounts in order to achieve eco- 
nomic results, you are dealing, as you know well, with funding that 
spends out very slowly. In the first year, the effects .would be 
modest. On average, only between 10 and 15 cents of each appropri- 
ated procurement dollar is disbursed in the first year. 
_ Moreover, if you are not prepared to. terrni riate .programs in 
order to cut back the procurement accounts, you must stretch-out 
the programs; that is, buy the same number of item s but at a 
slower rate. In doing so, you are invariably committing yourself to 
a less efficient production rate and so to higher defense costs in the 
long run. __ 

Unfortunately, because of the relative inserisitivity of outlays to 
cha n ges in procure me nt spend ing in the sho rt run, peop le tend to 
turn to the operating accounts when looking for savings: We would 
argue that is very bad policy. That means you cut the readiness of 
our forces in order to get some quick savings in outlays. 

If I might, I would like to turn now to the last of the three ques- 
tions posed, that is, whether or not this budget is affordable. 

We would argue that it is. Now, I know there are those who con- 
tend that, somehow, defense goods are unproductive. I think that is 
a narrow view: It fails totake into account why defense spending is 
undertaken in the first place. 

Defense spending is undertaken to insure the Nation's security. 
That is an important service. It is like spending oh police services 
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or insurance. It is spending to deter an outcome, to insure the free- 
dom and security we enjoy. Obviously, there will be debates about 
the proper level of defense spending, but I would argue it is one of 
the most important public services we have. 

If we look at the defense budget as a share of GNP, I think we 
would come to the conclusion that the defense program is afford- 
able. In fiscal year 1983, defense outlays will be 6.3 percent of GNP 
and about a quarter of all Federal outlays. That is a low figure by 
the standards of the 1950's and 1960's. In the decade between 1954 
and 1965, defense spending averaged just under 9 percent of 
GNP— higher than it will be even toward the end of the proposed 
buildup, when we forecast it will reach 7.5 percent of GNP. That is 
welj below the level in 1955, when defense spending was just over 
10 percent of GNP. 

In short, we would a^^e ta 
provements that-we need but prudent defense improvements that 
we can afford. With that, I would conclude and respond to any 
questions you might have. 

[Testimony resumes on p. 150.] 

[The prepared statement of Mr. Chu follows:] 
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Prepared Statement of David S; C. Ghu 
It is a pleasure to be with you today to discuss the economic effects of 
defense spending: 



This topic has been actively debated over the last few years. The debate 
has focused on three distinct questions: 

o First, is existing arid planned industrial c pacity adequate to 
produce the goods required by oar expanded defense effort? 

o Second, what is the proper relationship of defense spending to 
stabilization policy? 

o And. third, is the proposed defense program affordable in terms of 
cur nation's resources, and prudent in the light of the threats we 
face, our commitments, arid our nation's objectives? 

My statement will review the position of the Department of Defense on 
each of these issues. 

TS INDUSTRIAL CAPACITY SUFFICIENT TO PRODUCE THF DEFENSE PROGRAM? 

In World War II arid, to a lesser extent, the Korean and Vietnam wars, 
efforts to expand defense production ran into capacity constraints that caused 
bottlenecks. The spectre -of a recurrence of widespread bottlenecks has 
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occasionally beeri raised in the course of the debate b^r the current defense 
budget. All of the evidence, however, suggests that significant bottlenecks 
are very unlikely for the foreseeable future. 

The most extensive work we have seen on this subject is a study prepared 
by the Bureau of Industrial Economics (BIE) at the Department of Commerce. 
That Study examined the adequacy of industrial capacity to accommodate both 
the defense buildup and vigorous growth in the economy. For each pf 496 
industries, BIE estimated total defense purchases in 1985. The estimates 
included both direct purchases by DoD and indirect purchases generated by the 
production of goods and services bought by DoD. BIE also estimated nondefense 
demands in 1985 for the products of these industries. Defense purchases- 
direct plus indirect—accounted for at least 5 percent of projected domestic 
production in 1985 for 52 of the 496 industries considered. These were 
classified as "defense" industries. (BIE also included in this category six 
other industries for which the defense share was" less than 5 percent but which 
were judged to be important qualitatively to defense production.) 

BIE then estimated the 1985 capacity for each of the 58 "defense" 
industries. The study did not evaluate capacity for the 448 ^nondefense" 
industries because the share of those industries' outputs used directly or 
indirectly in defense product iori is small. For none of the "nondefense" 
industries did the defense share of output exceed 5 percent, and for most, it 
was considerably less than 5 percent. This points to a simple, but very 
important, fact that is often overlooked in discussions of potential 
bottlenecks. In the vast majority of U.S. industries, defense purchases— 
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because they are such a small part of total production-have little bearing on 
capacity. This is true even of the many cases in which defense purchases are 
growing rapidly. 

For most of the 58 "defense" industries, BIE estimated the percentage of 
capacity that was not used in 1979, and conservatively estimated capacity 
growth between 1979 and 19B5. "Available Capacity," defined as the sum of 
these two figures, was used to measure how large an increase in demand over 
the period 1979-1985 could be accommodated without pressing normal capacity 
constraints. 8IE compared that measure with the projected growth in. defense 
arid nondefense demands over the same period. BIE found that available 
Capacity was sufficient to prevent bottlenecks, and furthermore, that for 

"...most of the fifty-eight defense industries, existing capacity Is 

sufficient to supply the projected (1985) demands of the economy" (emphasis 
in the original). BIE's report went on to state that "... this study reveals 
no instances where industry-Wide supply bottlenecks are likely to prevent the 
achievement of bur national defense goals." 

My Office has looked in even greater detail at several of the defense 
industries covered in the BIE study. We reviewed capacity in some Important 
metals and metal-working industries; went down through several tiers of the 
production process in the aircraft industry; and made plant-by-plant and 
product-by-product comparisons of purchases and capacity for several defense 
industries. The data we examined confirm the broad BIE conclusion, arid 
indicate that ample capacity to pVoduce the defense program 1s' available. 
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Similar conclusions were reached in studies done by the Congressional 
Budget Office arid Data Resoarces, Iric: Although concerns over bottlenecks are 
still sometimes expressed, all of the avai lable evidence supports the 
conclusion that economically significant bottlenecks should not be a serious 
concern over the next two or three years. 

I do riot mean to suggest that we in Dob are complacent about industrial 
capacity. To the contrary, we continue to monitor the adequacy of industrial, 
capacity arid have taken steps to improve the industrial base. For example, we 
have made ah active effort to provide information oil future def erise purchases 
to existing and potential defense suppliers. During the past year, we 
supplied about 2,200 copies of these projections to firms, trade associations, 
and state and local planning agencies. We recently developed the capability 
to make state-by-state projections of defense demands for the products of 
various industrial sectors. These projections are made available to groups 
involved in state arid local economic development to assist them in their work. 
By providing information on future def erise demands, we give the business 
cofiitiunity a better basis for formulating Its investment plaris; We also hope 
to attract additional suppliers to defense production, which will help to 
strengthen the industrial base and increase competition for defense contracts. 

A by-product of our work on projecting defense activity at the state 
level is a sharper understanding of the geographic distribution of defense 
demands. It is often assumed that def erise spending goes dlsproportional ly to 
states in the West ana the South. We have found that, as the composition 
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of defense spending shifts toward procurement, most of the states in the 
Northeast and the Midwest are likely to have increasing shares of defense 
spending. This finding is contrary to the "conventional wisdom" on the issue. 

WHAT IS THE PROPER RELATION OF 0EFENS E— SPENDING tti STABILIZATION POCICY ? 

Let me turn now to some specific economic effects Of defense spending. 

Ouring the past few years, there has been extensive discussion of the 
effects of defense spending on the Inflation rate, employment, recovery from 
the recession, the federal deficit, interest rates, investment (particula ly 
business fixed investment) , productivity, and the trade balance. Since OoD 
has participated in some of these discussions, it Is appropriate for me to 
review what we have said. 



Inflation 



One concern that is sometimes raised is that Increases in defense 
production will lead to Inflation by causing major bottlenecks in basic 
industries. The linkage between excess demand in individual industries and 
overall inflation rates is by no means simple and direct. As I noted earlier, 
however, the evidence Indicates that the defense buildup will not cause major 
bottlenecks. 
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Jobs J 

A second concern is the job-creating potential of defense^pending. Dob 
has used models developed by Data Resources Inc. to estimate the employment 
effect of increasing non-pay defense outlays. We found that each additional 
$1 billion (1982} in outlays creates 35,000 civilian jobs. This is toward the 
lower end of the range of estimates that we have seen of the employment effect 
Of additional defense spending. 

Nevertheless, some argue that other forms of government spending create 
more jobs than do DoD outlays. We have made several points in response. 
First, as Secretary Weinberger has said repeatedly, defense spending is not a 
jobs program. Second, our estimate refers to the entire non-pay portion of 
the DoD budget. the critics misleadingly compare average employment effects 
across a wide range of defense programs with much narrower civilian programs. 
Third, the multiplier for riOridefehse federal purchases Of goods and services 
as a whole 1s about the same as that for OoD purchases of goods and services. 



Perhaps the question is better put: Does a shift in the composition of 
federal outlays toward defense reduce employment? The evidence suggests that 
the answer to this question is "rib." 



Other Macroeconomic Effects 



Three years ago, my office invited several leading economic forecasters 
to submit their projections of the macroeconomic effects of increased defense 
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spending. While the ^projections differed somewhat in their details, there was 
substantial agreement that even large increases, in defense spending would riot 
dominate the economic situation in the mid-1980s. The evidence we have seen 
suggests that this conclusion is still correct. 

Taking a Broader View 

I can appreciate the Task Force's interest in various specific effects of 
defense spending. But I would also urge that we stand back and look at these 
topics from a brOad perspective. That seems to us particularly necessary 
because, as the discussions of various effects of defense spending have 
proceeded and taken on a life of their own, it is easy to lose sight of what 
seems to be motivating the interest in these effects. 

Virtually ill of those involved agree that defense spending should be 
undertaken only for purposes of national security, and not for economic 
purposes. Yet statements about the economic effects of defense spending often 
are made in the context of federal responses to relatively short-run changes 
in economic circumstances. It is, then, reasonable to ask explicitly: Should 
defense spending be deliberately varied in response to fluctuations in 
economic conditions? 

Under present law, over three-quarters of total federal spending is 
defined as relatively uncontrollable. Programs in this category include 
social security, unemployment assistance, and medical care. The remaining 
One-quarter of the federal budget is described as relatively controllable 
primarily because it is subject to annual -appropriations. The defense budget 
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accounts for nearly three-fourths of that amount. Defense programs are; 
consequently, often reviewed as a convenient area in which to cut spending. 

DoD strongly believes, however, that defense spending should not be 
adjusted in response to short-run economic developments. Defense budgets are 
planned in terms of the commitments we have made and the threats we face, and 
those commitments and threats do not ebb and flow with the business cycle. 
Defense spending, therefore, should hot be cut in response to transitory 
economic concerns. Doing so is relatively ineffective on its own terms; it 
generally increases defense costs; and it runs the risk of impairing our 
defenses, even if the cuts are temporary. 

The effectiveness of using defense spending as a tool of fn seal policy is 
limited by the fact that expenditures for major weapons systems are typically 
spread over many years, tonsequently,- large cuts in procurement funding pro- 
duce only relatively small reductions in first-year outlays. Arid cuts in 
defense spending do not translate one-for-one into reductions in the federal 
deficit. In fact, only aboat 50 cents of each dollar cut from the defense 
budget shows up as a reduction in the deficit. The effect on the deficit is 
so small because of the contribution of defense spending to GNP and 
employment. Because of that linkage, favorable effects on the deficit of cuts 
in defense spending would in large part be offset by the reduced tax revenues. 

Using cuts in major defense programs as an instrument of short-run 
economic pol icy also tends to increase future defense costs. Decisions on 
what type of systems to produce, and. on the number cf each to acquire, reflect 
assessments of the threats we face. When pressures are brought on the defense 
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budget in response to shbrt-ruri economic events, we are usually forced to 
postpone the start of hew programs or stretch out existing ones. In either 
case, reductions in outlays come at the expense of Increased spending in 
future years. Moreover, w^ien programs are stretched, total defense costs are 
increased. Fewer units are purchased each year, thereby raising unit costs 
and, ultimately, total spending levels. 

Given the importance of major procurement programs, their long planning 
horizons, and their relatively small budgetary effects, it is easy to under- 
stand—though riot accept--why attention often turns, as it did during the 
1970s, to reductions in those accounts that sustain the operations of our 
forces, especially the operations and maintenance (O&M) account. It was riot 
good policy then, and is not good policy today, to look for quick savings by 
reducing operating expenditures. These are the readiness accounts, the 
accounts that keep bur forces running. Cuts in them imply equipment grounded 
because of spare parts shortages, or fighter pi lots whose proficiency has 
suffered because their peacetime flying hours have been cut back. 

IS T HE PROPOSED DEFENSE BUDGET AFFO RDABLE A N D PRUDENT? 

The third major question being debated is whether the defense budget is 
affordable in terms of bur nation's resources, and prudent in the light of the 
threats we face, bur commitments, and our nation's objectives. I fear that 
this basic issue is often obscured by controversy over the detailed economic 
effects that stem from defense spending— or virtually any large government 
program. 
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There are those who argue that defense spending is fundamentally 
unproductive, in that the goods and services it buys are of no direct use to 
the civilian economy. this is an extremely narrow viewpoint, which fails to 
recognize the purpose of defense programs. The defense budget is analogous to 
premiums paid on an insurance policy or outlays for preventive medicine: We 
spend the money on very tangible goods and services to provide an intangible, 
but fundamentally important, service: national security. 

Defense spending is,- then, a matter of making prudent provision*' now for 
future contingenci^. This is an allocation problem. Its proper solution 
requires careful judgments on the level and structure of bur forces, informed 
by a long-run perspective on bur nation's resources, bur objectives, bur 
coinni tments , and the threats We face: 



We often describe the resource burden of the defense budget in terms of 
its share of GNP. We are aware that some dismiss this measure as simplistic. 
It 4sr simple--but not simplistic. In the context of the broad allocation 
issue presented by defense demands, it is very much to the point to look to 
the share of GNP devoted to defense. 



I do not mean to suggest that there is some fixed share of GNP that 
should be devoted to defense. To the contrary, determining the proper level 
of defense spend i ng requires weighi no our resources agai nst our objet. .i ves , 
our commitments, and the .threats we face. My point 1s only that it is 




GNP devoted to defense. 
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Measured aria Inst GNP , the current defense buildup is neither particularly 
large nor rapid, and it is clearly affordable. in fiscal year 1983, DoD 
outlays amounted to about 6.3 percent of GNP and 25.9 percent of federal 
outlays. These figures are f air iy low by the standards of the 1950s and early 
1960s. In 1955- -a boom year for the economy—defense outlays amounted to 10.5 
percent of GNP , and between 1954 and 1964, they averaged 8.9 percent of GNP— 
more than will be the case during any year of the proposed buildup. 

CONCLUSION 

Tne three issues that I have addressed concern very different aspects of 
federal policy. 

The question of the adequacy of industrial capacity has to do primarily 
with defense planning. It is ah important issue, but has only fairly remote 
connections to broader questions of economic policy, because of the relatively 
modest level of defense demands in our total economy. M^reo^er, it is a 
problem over which we have some control. By making available information on 
likely defense demands, we can help avoid any capacity problems that might 
otherwise develop. 

The other two issues I identified are often not separated, but should be. 
The threats we face, our commitments abroad, and our foreign policy objectives 
remain our paramount concerns in deciding on the level and structure of u ' 
military forces. The familiar figures on the defense share of GNP that I 
cited reflect our recognition that the limits on bur hat ion's productive 
resources are also relevant to these decisions. 

We bel ieve that the present defense bui ldup is prudent when measured 
against a_M these standards. But recognising the relevance of long-term 
resource constraints to defense planning is very different from agreeing that 
defense programs should be adjusted in response to short-term changes 1n 
economic conditions. That wou i id be poor economic policy, as we 11 as 
detrimental to our nation's security. 
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M r . Asp in. Thank you very m u ch, M r. Chu, for your test imbn y . 
You say that the BIE study was done in August? ... .. 
Mr. Chu. The study was published in August 1982. It was started 
in April 1980... 

Mr. Aspin. Do you know what rate of economic growth they were 
anticipating at the time in the economy? 

Mr. Chu. As I recall, the forecast they ^vere using was a bit more 
optimistic. The study looked drily at 1985 arid 1979; it did riot cbri : 
sider the intervening years: 

Mr. Aspin. _WhaJ: happened is that .lately the ^recovery L.hasbeen 
faster than had been forecast: I wondered whether that might 
change the results of the study? 

Mr. Chu. So far, we would not so conclude* The study assumed 
that GNP in 1985 would be $1,691 billion in 1972 dollars. The ad- 
ministration's forecast, made last July, of 1985 GNP — also in 1972 
dollars — was $1,668 billion, and the most recent DRI forecast puts 
1985 GNP at $.1,671 billion— in 1972 dollars. 

Moreover, at the peak of the last business cycle, manufacturing 
capacity utilization rates were in the J mijdeighties._ We are now in 
the low seventies, 73 percent or something like that: 

So we a re s til 1 som e di s ta rice fro m _t h e ki ri d of bi ri di ng con s train t 
that people worry about in that regard: Though ieadtimes have in- 
creased a bit in the last year or so, they are still well below the 
maximum reached at the peak of the last business cycle. The aero- 
space industry, in particular, which was ah area of concern in the 
late 1970's, is below the economywide average in terms of capacity 
utilization. 

So, despite the strong recovery in the last few months, we don't 
see a big problem about to hit us on the head. 

Mr. Aspin. Let me ask you about the issue of bottlenecks and the 
effects of the defense spending on the inflation rate. 
_ Some peo pi e ^ ri o t ri ec essa r i ly i ri cq ri ri ec tio ri _w i t h t hese h ear- 
ings — worry about the defense industrial base in the country. They 
claim t hat the in dtist rial base in our economy for deferi se is pending 
is not in good shape, particularly at the subcontractor level, I 
guess, and particularly in certain industries. I wonder how that re- 
lates to what you are saying about the absence of bottlenecks? You 
are right, CBO said the same thing yesterday. 

One of the people who worries about this is Jack_ Garisler, who 
testified recently about the cost of weapons systems: Let me just 
sii mmariz^ from his testimony. He _ says a _ major treri d that has 
been observed, particularly in the post-Vietnam decade, is a grow- 
ing lack of inefficiency and responsiveness in the defense industrial 
base. A series of reports at the end of 1980 all indicated significant 
problems in the defense industrial base. 

There is a footnote for which he has No. S, but there is no text, 
so I don't know what he is citing. 

But he says _t_h at ty pi c al _b f t h ese _r e pp rts was on e from the Hbu se 
Armed Services Committee entitled, "The Ailing Defense Industri- 
al Base. " It showed that there were sectors in which considerable 
excess capacity and^ therefore, economic inefficiencies existed. In 
addition, they identified sectors where there was far too little com- 
petition and again inefficiencies. They also showed that there were 
significant bottlenecks, particularly at the lower tiers— subcontrac- 
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tors and parts suppliers— and that these resulted in a lack of pro- 
duction surge capability. . . . -- 

For example; it would take over \i years for an existing aircraft 
production line to increase its output significantly. Later he goes 
on to talk about this, in the testimony, stressing what needs to be 
done to revitalize the industrial base. He says, for example; that in 
aircraft manufacturing there are many producers— probably too 
many given the number of aircraft needed— but for tracked vehi- 
cles there is only one supplier of tanks and one supplier of armored 
personnel carriers. That means inefficiencies and costs go up. 

He talked about a situation at the subcontractor level for tanks 
where you had to get turrets, so you needed castings. There was 
only one producer; and suddenly you had the problems. If these re- 
ports are right, how can it also be true what you and the CBO are 
saying, that there are no bottlenecks? 

Mr. Chu. I think there are several phenomena behind the obser- 
vations he offered" We are concerned about this, too, and have tried 
to track defense demands down through the so-called second- and 
ihird-tier industries, some of which are not broken but in the ag- 
gregate input and output tables we and CBO use; 

Mr. Aspin: First of all, are you into the second tier? That is 
where Mr. Gansler thinks this occurs. - , 

Mr. Chu. We are; in an aggregate way. Some detail has been 
added to our models as a result of our dialog with industrial and 
trade groups nnd individual companies that use our projections. We 
are limited, however, by what the basic data bases can show us. 
The input/output table we use includes 400 sectors. That is about 
as far as we can go. 

Over the past several years, we have sought comments on our 
projections from industrial groups. One comment has been, in 
effect, don't just tell us that you will buy more aluminum or steel, 
for example— the" input/output table stops at that level of detail— 
tell us specifically what vehicles or things the steel or aluminum 
will go into. That' request is made because steel or aluminum .is not 
a precise enough description of the product from the industry s per- 
spective to understand the characteristics the material must have 
and what we are talking about. We have responded to that request. 

One of the things that Mes behind Jack Gansler's observations is 
that the real value of procurement declined ctramatically during 
the \\niVs particularly relative to the size. of the Nation's economy, 
So the Defense. Department went from "being perhaps an important 
customer to being a relatively small one; 

When you are a relatively small customer in any business, you 
get less aitei^lon from the people who are supplying the product. 
And. of coarse; market forces do work, and there are fewer people 
who decide to take up that particular business. Plus, of Qourse, 
toward the end of the decade— particularly in aerospace which is 
an industry people know better and can follow better because there 
is more detailed reporting in trade publications and other 
sources— we had significant production problems in the defense as 
well as the civil sector. In addition, a major aircraft manufacturer 
was forecasting significant future production and was busy taking 
out inventory positions on a whole series of industrial products. 
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. Of course, that sent the indicators, from people who watch lead- 
times, sparing. As it turned out, all the projected demand did not. 
materialize, and the manufacturer in question was somewhat dis-* 
appointed. 

The other thing we have to keep in mind is changes in real inter- 
est rates, which affect defense and nondefense buyers of goods. As 
real interest rates increase, firms respond in a rational manner, re- 
ducing planned inventories. Particularly in a time of uncertain eco- 
nomic circumstances, they want to avoid the risks associated with 
large inventories since carrying costs are so high. 

That fact adds to the leadtiiries you confront arid, I think, exacer : 
bates the problem. You go out and ask someone if they can produce 
X ' an d they say, "Yes, but I don't keep the parts. I have to ask 
someone else to produce them." That feeds perceptions that lead- 
times are a problem. 

Finally, we have to ask ourselves whether our memory of how 
res pon si ve t he i n d ust rial base was 10 or 15 yea rs ago is ge r m ane to 
what really would happen in a major mobilization. This question : 
partly what Jack Gansler is speaking to. Looking back to bur exj,y : 
rience during World War II, it took us about 2 years to reach the 
large wartime levels of defense production. 

Finally, there is one other point I would make— and here i don't 
have a set of empirical information but only impressions^ Because 
of changes in technology, many defense demands are different from 
demands in the civil economy. So we actually have plants whose 
sole purpose is producing defense goods; 

At the prime contractor level, there is a great deal of excess ca : 
pacity in many industries, aircraft assembly being an example: We 
are not planning to produce aircraft at anywhere near the rates 
typical even during the peak of the Vietnam conflict: 

N o w , d em an ds at the lower t iers a re Jo ni e t i mes a d if f e rent 
matter, and that is where the concerns have arisen: Rut even 
the re , one of the issues over t i me is how d iffe ren t t he standards for 
defense components should be from those for civil components. 
That is partly a matter of policy. If you set higher standards for 
defense goods, you make it more difficult for someone to produce 
those goods for you. There may be sound reasons for making de- 
fense standards more rigorous because military equipmrot has to 
work under more stressful conditions than do most commercial 
products. That is obviously a question on which there is room for 
debate. 

I would argue that to the extent we can adopt civilian standards, 
while meeting military requirements, we will have more potential 
suppliers in the second- and third-tier industries. 

I think that is something we should be sensitive to. 

Mr. Aspin. So have you people over in the Pentagon thought 
about an_ industrial policy? Mr; Gansler talks about one, but he is 
not specific about what it would be or how it would look. 

Mr. Chu; We have, but in pieces and in dealing with specific 
problems. We do, of course, have the Defense Production Act, 
which aiiows the.Department to go to the head of the line: The act 
a lso allows J: he Department, in effect to subsidize capacity _in_ cer- 
tain areas by either guaranteeing purchases or helping to build 
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things outright. Whether we should be allowed to do so is a matter 
of some debate. . . _ ._. \; 

As I indicated, we are making a major effort to provide informa- 
tion on our procurement plans because we believe that will help in* 
dustry in its planning. An important^coricern of the Under Secre- 
tary for Research and Engineering, Dr. DeLauer, is the health of 
the industrial base. This is always a consideration as we go forward 
with specific weapons decisions. 

We want to be sure there is sufficient competition over time in 
an industry. That is sometimes a problem. 

We have not tried to have a single volume wrapped up saying 
"this is our policy/' I think some people would object if we tried to 
do so and would say with some justice that that is beyond the man- 
date of the Department of Defense. 

Mr. AspiN. In the areas in which yon agree with Jack Gansler, 
why wouldn't these problems create inflationary pressures even in 
the buildup we foresee now? 

Mr. Chu. I'm not sure that the problems Mr. Gansler identified 
are as pronounced as he would argue. Some of what he views as a 
problem I interpret as the result of standard economic phenomena. 
The market works. We became a less important customer; firms 
left the industry. When we become more important, we can expect 
firms to return. 

Our interest in providing projections of defense demands, is to 
make sure people understand we will be a more important custom- 
er. We want to encourage them to think about us early in the proc- 
ess. To the extent there are frictions in that process, you will en- 
counter problems. Part of our conclusion is based on looking at ca- 
pacity utilization rates in various sectors of the -economy. At 
present, these are still fairly low. _ 

Mr. Aspin. How far does your analysis go, the input/output anal- 
ysis? _ .-_ ' 

Mr. Chu. We take it but 5 years. In other words, we take the o- 
year defense plan and translate it into outlays in the 400 sectors 
covered by the input/output table. We array the resulting projec- 
tions in several ways, including an identification of the demands 
stemming from the main appropriation accounts. I indicated earli- 
er, we provide this breakdown because industry indicates that it is 
important to them. 

Most users are not interested in the whole package, so we give 
them the sections of interest to them. It is a 5-year forecast, and we 
try to update it once a year. ..... ...... 

Mr. Aspin. In looking at defense spending you look not just at 
the primes, you are able to get to the subcontractors? 

Mr. Chu. What we do is take, say, a dollar of shipbuilding money 
and, on the basis of historical experience, split that among the sec- 
tors of the input/output table. So for each shipbuilding dollar, we 
try to figure how much will go directly to shipyards, and how much 
to manufactuers of weapon systems, to producers of the electronics 
that go on ships and to manufacturers of some other items pur- 
chased directly by DOD and installed by the shipbuilder. Interest- 
ingly enough it is something like one-quarter of the cost of a naval 
ship is spent on electronics or similar things. 
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Then we apply the input/output table to these direct purchases 
to deterhiiiie t h<* derivative demands associated with spending one 
more, dollar on shipbuilding. These resulting estimates of what we 
call indirect demands include subcontracts and, more broadly, all 
activity at all lower tiers derived from the prime contract. 

The core of bur forecasting system is a set of estimates of the 
share of each defense dollar from each of 50 budget accounts that 
is spent oh the products of various industries: 

We show these estimates to industry experts and ask: Do you 
think this is sensible? Should we do it differently? Have we charac- 
terized it appropriately? When we see anomalies, we seek advice on 
what is going on arid' how the estimates should be modified; This 
process typically is triggered when defense spending is projected to 
be large in an industry for which we think it is smalh 

So we don't start out by splitting defense outlays between the 
prime contract and subcontract levels. We look instead at final 
demand and track that to the industrial sectors in which the 
money will be spent. We then Use those direct expenditures and 
the input /out put table to compute indirect demands, which include 
the subcontract level. I should add that what is prime and sub is 
ofte-n a contractual decision as opposed to an economic one. 

Mr. Asj'ix. What about labor, does this analysis gc to categories 
of labor .' 

Mr. Cmu. We project defense arid defense-related demands lor 
some (>0 categories of skilled labor. We also try to track about 70 
categories of crude materials. 

Mr. Asimn. OK; let me ask you about the issue of the_ index rate. 
Why is it, in your view, that the inflation index in defense is that 
different from the inflation index for the general economy? 

Mr. Chu. Well, that hasn't always been the case. Of course, we 
have these BEA indexes only back to 1972. As I recall, during the 
early 1970's, the two indexes moved fairly closely together; in the 
late I970's they, diverged. 

Mr. AseiN. Moved together meaning they were the same or they 
just moved together? .... 

Mr. Chu. They were riot precisely the same. There was a year in 
the early. 1970 s, I believe, when the BEA index was a little low rel- 
ative to the GNP deflator. - 

In the late 1970\s they diverged. When I say diverged I am speak- 
ing about the index excluding pay arid fuel rosts because those are 
separate problems: For the overall DOD index, rising fuel arid pay 
costs accounted for much of the divergence from the GNP deflator. 
We are a somewhat heavier user of fuel, and our pay policy is a 
product of administration recommendations and congressional ac- 
tions: - , 

So changes in military pay may not track with wage trends in 
the private sector. Those differences are important in the final 
answer, but for the nonpay and nonfuel accounts, the indexes still 
diverged; We don't have a good explanation of why that happened. 
I believe one element was the. overheating that occurred in the 
aerospace industry at the time. In the years ahead, we ought to see 
the defense arid n on defense inflation rates coming back down or at 
least moving closer together, although riot necessarily year to year: 
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I would riot attempt to explain year-to-year variations in the in- 
dexes. We have treated that as a problem; we are looking into it 
At the moment, we treat such variations as an observed fact about 
which we . cannot do muchjritte short run. But we have tried to 
insist that the defense program be priced assuming the variations 
are going to continue for at least the intermediate future. 

I wish I had a good explanation. _ 

Mr. Aspin. What happened in the aerospace industry in the late 
1970's? 

Mr. CHU._At least as I would interpret it, we had fairly high 
rates of production of aircraft for the Air Force arid extremely high 
rates of commercial aircraft production. A major manufacturer was 
developing two new models of aircraft and, in anticipation of large 
sales, was taking out inventory positions on parts, landing gear, 
and so forth. -._ . 

As all those demands converged, suppliers to i the aerospace in- 
dustry experienced constraints in production capacity and lead- 
times lengthened. It was never clear what the legitimes meant be- 
cause some of the orders did riot require that money be put on the 
table when the order was placed. But in that period, all these fac- 
tors, were coming together. Then we had a sharp downturn in 
demand for commercial airliners, both existing and new models, 
and a different picture emerged^ . .. ------ __ 

Mr. Aspin. Do you have a forecast of where the DOB price index 
is going to go? - -- — -,. 3 

Mr. Chu. We do have ari_ official forecast for what are called 
major commodities— meaning major weapons systems. We project 
that this index will increase more rapidly than the GNP purchases 
deflator used in -.the-, forecast: 

Mr. Aspin. It is higher? 

Mr. Chu. The official forecast is somewhat higher; yes. 
Mr. Aspin. This is forecast out through when? : 
Mr Chu. We do it for 5 years, and then we really straightline 
beyond that for ships, for which outlays sometimes run. oyex 7 
years. The reason we need the forecasts is that, as you know, when 
the Congress appropriates money for ships or aircraft, it allows for 
anticipated inflation. Obviously brie reason we^prefer tojje cautious 
on this issue is that in the decade of the 1970 s, the Department 
was constrained to using the OMB forecast: To pntrt most charita- 
bly, the OMB forecast was right, on average, 1 year in 10. Ine 
eifect on our program when OMB was wrong— or when we got a 
budget that embedded that set of assumptions— was that people cut 
back on support equipment or spares or on other itemsMed^dto 
operate a weapon system in order to adjust for the fact they didn t 

have the money in the procurement account. 

So we are trying to be conservative in our inflation projections, 
Mr Aspin How much higher are you than the official forecast 

for the CPI? _ ; - : ... 

Mr. Chu. We are one-half percentage point above the increase 
projected for the implicit GNP price deflator. / 

Mr Aspin. Do you know what you are forecasting for inflation/ 
Mr. Chu. The overall deflator, which includes pay and fuel, was 
forecast to increase by 3.6 percent in 1984. The forecasts for the fol- 
lowing years are in the range of 5 percent. For 1985, we were—this 
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is. of Jast .February. _1 -^forecasting 6. 1 £er_cerit for all accounts; 
and then descending ioward 5 percent oat into 1988: These rates 
are comparable to iriflatibn rates for the economy as a whole. The 
projected inflation rates for defense purchases, excluding pay and 
fuel, a re as I sa id, about one- half percen tage point above the im- 
plicit GNP price deflator. The inflation rate for major defense com- 
modities was forecast to be about 1.5 percentage points above the 
GNP implicit price deflator. 

Mr. Aspin. Why is there this difference, the divergence between 
the CPI for the economy as a whole and defense? 

Mr. Chu. I am not sure there is a difference with the CPI; our 
comparisons have been with the GNP purchases deflator. I would 
not argue that the difference should be permanent. We did see a 
d iff ererice in the late_ 197_0'sL and we are_bejng careful hot to get 
ourselves in trouble by assuming that problem, whatever caused it, 
is going to go away. As I said, this is a jsu^ectwe aire looking into 
because it is hard to explain the year-to-year differences in the 
BEA defense index and ecbribmywide inflation rates. 

To defend the Hr'JA deflator, our situation is a lot better than it 
was in prior ye when we had no defense-specific deflator. BEA 
goes to a great deal of trouble to try to construct the best index it 
can for th's marketplace. 

Mr. Aspin, Leaving aside the year-to-year fluctuations, it seems 
to-have^ run .higher than the index for the entire economy: 

Mr. Chu. In the last half of the. 1970's, there was _a divergence. In 
the first half, the two indexes moved more or less together: 

Mr. Aspin. OK. 

Mr. Chu: So I would not argue that the divergence is permanent. 

Mr. Clark. I am looking at the test imony t hat George Brown 
will be giving shortly and he shows that tbo defense deflator in the 
1980's is considerably higher, nearly twice as high as the GNP de- 
flator. So the difference continues after the latter part of the 
1970's. 

Mr. Chu. Oh, y e is , I am hot say i rig it s top ped i n _t ha t pe ri od of 
time: The -divergence has not come down as much as I would have 
expected, JBut I ca^ We wish we could. 

Mr: Aspin. Basically you don't see any reason why in the normal 
scheme of things it shouldn't be the same, and what we are trying 
to explain is the phenomenon of the late 1970's, is that right? 

Mr. Chu. In theory. I have rib theory. that says 

Mr. Aspin. No theory for why it is different? 

Mr. Chu. That is right. For the overall defense budget, you get 
d ifferences because of ou r separate pay assumption. Our pay rates 
do not necessarily track private sector wages: They could be higher; 
some have argued we will heeding the future. 

Mr. Aspin. Or it was Icwerthan theeconomy for the 1970's and 
with t he big pay inc reases in 1 979 and 1 980 it was higher. 

Mr. Chu. Yes; and, similarly, we have the fuel price effect. We 
don't pay a different price, but fuel costs account for a larger part 
of our budget than they do in the GNP purchases deflator. The di- 
vergence may result from that compositional issue. The deflator 
would clearly be different if we bought a different set of goods. Per- 
haps if we broke the GNP purchases deflator into components, we 
could see an explanation. But I don't know. 
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We haven't Rotten Tar on that work. We may see that the differ- 
ence is all compositional because we are buying things at the high 
end of the scale: . - - . 

Mr. AspiN. One of the arguments that some people nave made— 
maybe with inflation coming down how it is not made with the 
same degree of fervor— is that we ought to use a different in nation 
index in calculating real growth in the defense budget. In other 
words we shouldn't use the official numbers for Government-wide 
spending, we should use a different number for defense. Is there 
any change in policy about what we use? 

Mr: Chu. No, sir, except for the fact we are permitted, as we 
have discussed, to have i major commodity index. So we are per- 
mitted to have a- .... 

Mr Aspin. To have a major commodity index. 

Mr Chu Yes; and it is different— higher in the present case— 
from the GNP purchases deflator; So to that extent there is a dif- 
ference, yes: . .. . . „ , . 

Mr. Aspin. All right. Let me go to the issue of longrun economic 
growth: Leaving aside the very important issue of how defense is 
paid for— vvhich could create problems for economic growth—the 
issue I .would like to raise, and have been raising with other wit- 
nesses, concerns the fact that relative to our trading partners and 
economic competitors we spend more on defense. In Japan, we have 
the most stark case. Japan spends less than 1 percent of its GI^ 

oil defense: „ . . 

Does it not have an impact on our rate of economic growth to 
spend' S or 6 percent of GNP on defense, with Japan spending less 
than 1 percent of GNP on defense? , 

That is an awful iot of resources which we are funnehng toward 
the production of defense goods and the Japanese are funnehng in 
other directions: Obviously not all of that will go into investment 
but a chunk of it wjll and if you developed a policy to push some pi 
that into investment you could probably capture a bigger chunk in 
investment. - _. ■- - .- .- rr- -~u. 

Has this not had an impact? I am not saying that it is the only 
explanation for why Japan is doing better in productivity in some 
rather notable products over the 1970's, but is this not a contract- 
ing Factor? _ _ : 1 ■■ - .- . ± — 

Mr Chu I have not seen persuasive evidence, that it is. I am gen- 
erally familiar with the simple cross-national comparisons made, 
People who make such comparisons, tend to leave out the data 
points that contradict the theory. Taiwan, for example, spends a 
high proportion of its output on defense, but it also has had a very 
high growth rate. I am also leery of cross-national comparisons be- 
cause the underlying explanation may be something else and there 
may be just an accidental liner between the variables you re corre- 

^V^is particularly disturbing when cross-national comparisons 
cannot be sustained with the time-series data from a particular 
country If you look just at the United States, there are a lot of ex- 
planations for the decline in growth over the last 15 years. 

Defense spending as a share of GNP also declined oyer that 
period So I would argue it is very difficult to construct simple 
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theory that links the proportion of GN P we spend oh defense to the 
rate of economic growth we have sustained. 

Japan ..and_Germariy_ are often cited as examples. Ih looking at 
these cases, we have to keep in mind, not just the rates of growth 
of output per capita, but also the fact that the United States Has a 
significantly .higher jevei of_oatput per capita than does Japan. 

.!|i_ oxan iining growth rates, you have. to consider the base from 
which they started. If we look at the broader historical context, 
what we have are two countries that lost their capital stock in 
World War il bat retained a very skilled labor force. Partly with 
external assistance, they reconstituted their capital stocks and, 
therefore, were able to have a very high observed rate of growth. 
But what they were really doing was putting back something that 
was shattered by the. war: 

If that is true— this is a conjecture on my pa rt — you would 
expect to see their rates of growth decline over time. We are seeing 
that. In Germany, the rate of growth has leveled off quite consider- 
ably, and even that of Japan has slowed down. 

So I am hot persuaded that the amount of GNP the United 
States devotes to defense is an important explanation of bUr 
growth performance in recent years or need be an important factor 
in our future performance growth per se. Nor has Dennison's work 
necessarily suggested that defense spending is very important in 
that regard: - 

Mr. Aspin. Let hie pursue this a little further. I think clearly you 
can have high economic growth and high defense spending depend- 
ing on how much you can convince your population not to con- 
sume: _ 

Clearly if we wanted to tell a generation of Americans that their 
consumption, level should be less we could tax a great deal of that 
money, put it into defense, put a big chunk into investment for 
future economic growth and everything would be all right 

So yes. you can have higher defense spending and longrun eco- 
nomic growth. The correlations don't necessarily mean that if you 
are spending high in defense you are not growing. Something else 
may be going on; The Taiwan case I don't know about, but clearly 
other things can be going on. 

When you raise the issue of time comparisons with people, they 
claim of course that there are lags— the effect is a lag effect. I may 
have in the 1970s not very good economic growth at the same time 
that you don"t have very high defense spending, but what they are 
saying is it is a catch up from the past, not what is going on at the 
present time. 

The problem I have with the point of view that it doesn't matter, 
is that it wo uld be h a r d under any eco n omic theory to think y>u 
could take 5 percentage points, of gross national -product with no 
effect . The difference Bet ween 0 percent growth GNP going to de- 
fense and 1 percent of GNP going to defense is that 5 percent, and 
somehow it is assumed that you can either spend it on defense or 
not, and it just doesn't matter. 

That is an awful lot of — - 

Mr. Chu. I am not saying it doesn't matter. I was trying to argue 
that it need not affect — historically has riot affected — the rate at 
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which bUr economic base and oar .productive capacity expands, 
which Is a somewhat different kind of statement. 
Mr. Aspin. OK. 

.Mr: Chl\ That is not to say it doesn't have id come from some- 
place. It does. It may come from unused capacity. It may come 
from capacity we are not using to produce other goods at a given 
time in the business cycle. Employment will then be higher than it 
would otherwise be: But that is a different plane than statements 
about how the proportion of GNP devoted to defe/ise afTects, in an 
important way, the rate at which our potential productive capacity 
expands. over time. _ 

I would argue that it is tough to explain. U:S: growth, perform- 
ance: or any other country's, on the basis of defense spending. 

At the extreme, take a case like Israel— that is a different 
matter: But in that case we are talking about spending 30 or 40 
percent 

Mr. AspiiN. I am talking about oar level of spending versus the 
Japanese. I am talking about the specific comparison there. The 
numbers of engineers and technicians, scientists of various kinds 
that we have devoted to defense versus the miniscule numbers de- 
voted by the Japanese— what does that leave in terms of scientists 
and engineers devoted to consumer goods? I cannot believe that it 
doesn't have .some impact on the quality of the Toyotas versus the 
qualitv of Chryslers: . 

Mr/Cnu. I think oh that specific issue— and I will come back to 
your other point— we want to be careful not to look just at demand. 
Yes. we may demand a high number of engineers and scientists, 
but we also have to consider supply phenomena, over time. I would 
argue that market works. It works both ways. I can recall when I 
moved to Los Angeles in the early 1970's the newspapers were 
filled with stories about the great national disgrace of engineers 
having to work washing cars. That situation turned around toward 
the end of the decade: So there is a supply side to the engineering 
and scientific personnel problem. Supply responses do have a lag, 
which again is why there is great merit to pursuing a steady course 
in these matters so we don't keep changing signals. 

Mr. Aspin. Yes; but still it seems to me that the figures show 
that whereas about G percent of our gross national product goes to 
defense, something like 25 percent of the scientists and engineers 
in this country are working in defense. So yes, somehow these 
other things ought to come in but 

Mr; Chu. If I can come back to your broad question, the opera- 
tive policy question is if we cut defense to, say, 1 percent of GNP 
would those things, that are judged to produce future growth—like 
investment— rise? I think if we step back and look at U-^S; .invest- 
ment patterns over time, the answer is "not necessarily.'' U.S. net 
investment has been a relatively stable share of GNP over a long 
period of time: In fact, there has been a controversy about why we 
don't seem to invest as much as other nations do. 

Mr. Aspin. You say, going back a long distance in time, where do 
you go back to? 

Mr. Chu. Several decades; 
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Mr. Aspin. Basically this .phenomenon de- 
fense spending in the United States taking a decent chunk of 
GNP— this phenomenon is pbst : Kbreari war. 

Mr; Chu; Yes, sir; 

Mr. Aspin. So any comparisons with the 1950's 

Mr. Chu. No; in fact if you look at the broad historical record, 
one of the interesting questions is why, for some period of time, the 
country seems to have invested less than at least some other 
modern developed countries are now doing. 

i am not sure why that is so; My reading of the literature is that 
people are not sure why that is so or what the effects are. All I am 
saying is that if you cut back defense spending dramatically, you 
would not necessarily see spending gu in the directions that would 
promote economic expansion through investment. 

Mr. Aspin. Correct. If you did it with any other Government 
policy associated with it, presumably a percentage of it would go to 
investment. Now probably most of it would go to consurriptibri, but 
if you accompanied it with a clirect Government policy—- — 

Mr. Chu. Obviously. But you could have a direct Government 
policy in the absence of such a cut if you chose to do so; 

Mr. Aspin. Then you are asking for a real reduction in the stand- 
ard of living of most Americans. 

Mr. Chu. Not necessarily. If, for example, part of the price is 
being paid out of unused capacity, you don'Fnave quite that prob- 
lem. Now at full employment — I am not trying to duck the issue — 
at full employment, yes, it has to come out of something; Some- 
thing has to give. We have to pay for it somehow. _ _ ______ 

There isn't a free lunch. We would argue we get something im- 
portant back in return that is worth paying for. 

The only point I am trying to make is that both history and 
theory suggest that the rate of expansion of productive capacity 
over time need not be retarded by defense spending. 

Mr. Aspin. No; it need not. The question is, has it? Is it an expla- 
nation? 

Let me pursue this again. Take a full employment case — whether 
the economy is or is not at full employment is a separate issue to 
be pursued by good fiscal and monetary policy. You yourself said in 
your testimony that you shouldn't use defense as a stabilization 
tool. OK, fine. Assume we useVother stabilization tools to either 
produce full employment or if vye don't it is because we are not 
pursuing other policies. - 

So you take the full employment case, then start looking at GNP 
shares. How much goes to consumption, how much to investment, 
how much goes to government of various kinds? 

We have spent more of government, at least on the defense part 
of government, of GNP shares than the Japanese. 

Mr. Chu. Yes, 

Mr. Aspin. Where does that GNP share come from? Well, it 
might come from other Government programs. 

Mr. Chu. Yes. 

Mr. Aspin. In which case the cost of the United States bearing 
the big defense burden compared to Japan is that our senior citi- 
zens, our poor and our welfare people are less well off in this coun- 
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try than they are in Japan, the cost of the defense is borne by 
those folks, 

OK, a second possibility , is that it might come out consump- 
tion. We would just. spend less— 5 percentage points less on con- 
sumption than the Japanese in this case. Which means we have 
the same investment, the same level of nondefense Government 
spending, but higher defense, so lower consumption — which, means 
that if you can convince a generation of Americans that they 
should sacrifice ii little personal /am themselves for the future of 
the country so that we can be strong in investment as well as 
strong militarily with high Government spending you end up with 
a solution. - _ • - 

In ali these cases you are right, it need not be the outcome, but 
assume you cannot convince the American public or that the 
American public is unwilling to have a lower standard of living. 
Say this generation is not in the mood to sacrifice for the future 
and to sacrifice for the United States to be a strong military power. 
In fact, they look to Japan and say I want my standard of living, 
mv consumption, to be what the Japanese have. 
• Let's suppose that the pressures are such that you cannot get- 
that you don't want to have the senior citizens and the welfare re- 
cipients doing as badly as they are in Japan. ... ____ 

Mr. Ciiy. If I might interrupt, that is one thing that is not an 
outcome, because those are transfer payments for the most baft. 
Transfer payments are a matter of how much you want to transfer. 
That is not affected by th- share-of-GNP issue. 

Mr. Aspin. It is but . u 

Mr. Ghu. Consumption is. no doubt about it. Investment might 
be. but as we construct the ; fidget, the problems you are all citing 
mostly involve transfer payments. 

Mr. Aspin. They am transfers, but to transfer you have to trans- 
fer to somebody else who considers it a consumption: . . 

Mr. Chu. But in the end—what you are really honing in on— at 
full employment the price is paid either out of investment or con- 
sumption in the aggreeace. We can always change the composition 
of consumption with transfer payments: . 

Mr. Aspin. But the problem from a public policy standpoint is 
ihat when you tax people who are producers and you spend it on 
defense or you sp< id it "on food stamps— that part doesn't matter— 
because- yo>« "'.ill nave to take it away from these other people over 
lie re. tu^p^-vr:^ _ - -- 

i can i--.»c believe that 5 percentage points of GNP eve/ all those 
d evade* does not matter. 

Mr. Cik . It matters in the sense thjit if wc ha*., not taxed iycy. 
selves to pay for that, we could, other things '>3ing equal, have har« 
a highe: rale of consumption. We would aiso have had a less s>;c>.^. 
•tuatidn, and what we are buying with" defense expenditures i? r.e- 
•ity. We consider that an important commodity. 

The testimony of many . oung Americans t i their feeling of pnfo 
and patriotism for their ' >untry and the kind of society we have- 
suggests it is worth paying J tax of this size *o su:ir,ort, S-J we 
bought that particular mi;: »f goods: ^ 

The Japanese case is_a apodal one, a case that early t • S; postwar 
policy he' pod >ncoura f re 
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Mr. AsHn. All iiyfi'it. 

Mi*: Cur: The i^'uje of whether we could have a larger consump- 
tion st ream oyeV t i rtio is a somewhat different question from our 
ability to a fleet the rate of growth of the economy as a whole. That 
ib o Somewhat separate problem, and I would argue that it is not s 
all clear that this level of defense spending relative to GNP pre- 
sents any significant difficulties in achieving, given our limited 
knowledge of how to do so, high rates of economic growth. 

Mr. Aspin. We don't know, very much about the problems of eco- 
nomic growth, and we don't have a lot of answers about what to do 
except to say r if you do increase investment 

Mr. C h U . But the iss u e I poi nt to is the con nect io n be t ween c u t- 
ting- defense spending and increases in investment: If you iook at 
h'stoi v the proportion of GNP spent on defense did decline in the 
jaVt 10 years or so, but we did not see any rate of increase in GNP 
giyjeh to net fixed investment. 

Even if you undertake a Government policy to encourage invest- 
meat, you have to worry about the degree to which the market- 
place does work. Will you succeed only in displacing public invest- 
ment that might have been undertaken privately in the first place? 

If you want to go back to basic economic theory, then all the arti- 
cles we talked about on what the national rate of investment really 
was and the golden growth path and whether we are on it, arid so 
on aiid so forth. „ . . . . . . 

M r. As:; 1 \ . 1 f an' t re hie rri be r i t either, but I thin k t hat i f^yo u do, 
it is quite clear that Just catting the defense budget— assume that 
peace breaks out and you can go to a 1 -percent GNP — clearly, just 
cutting the defense budget won't mean a big increase in investment 
all by itself. ^ ' 

You have to accompany it with a policy to shift some of the 
money, and it would have to be a part of a deliberate policy: You 
a re right . you have to be very, careful how you vie w t ha t ppl ic^. 

Mr; Cmu; It is not always* clear that fixed investment is the 

answer. - 

. Mr: Aspin: It seems to be about the only thing we know how to 

do. 

Mr. Gnu. We certainly feel satisfied when we have more of it. 

Mr. Aspin. Otherwise you are stuck with a position of saying 
"We don't know what it is. and we can't do it anyway." 

Mr. C'iLu; The broader question is, How do you promote economic 
growth? 1 would urge that we start out by specifying what policies 
support that objective rather than by focusing on a particular fi- 
nancing appr oach to increase one set of accounts in the economy at 
the expense of another. We are not convinced that simply increas- 
ing investment by itself is going to result in broader economic 
growth. 

Take the Soviet example. They have invested heavily in certain 
basic in dustri es yet have not ac h ieved h igh rates o f g rowth. 

Mr; Aspin; investment might mean more than just r-apital invest- 
ment. • ■ 

Mr: Cnu. It might well. 

Mr. Aspin. That takes money, too. If you adopted this policy, and 
you could take that 5 percent of GNP, you wouldn't want to put it 
all into buildings and machinery, you would want to spend some of 
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it on education and on R&D, and you would want to adopt an 
across-the-board policy of what you do with that money. - 

Mr. Chu: Yes, sir." although again, I would urge, if economic 
growth is the objective,, we ought to start by asking how we can 
best promote that objective: Some of the options have very little to 
do with raw resources, but with the rules of -the game: 
■ Some would argue deregulation is a useful tool. That has spurred 
growth in some cases. 

Technological innovation may not lied function of how much you 
s;ferid, but of how you spend the>mom*y. 

Reduction in transport costs in the late 19th century, for exam- 
ple, were a great stimulus to the growth of lar^e ^cale industries 
which used then-advanced technologies. 

Mr. A spin. Let's -go -on to another object. C,:^ of the things that 
you mentioned is the instability in ck^nse spoiling, that you don't 
want to use defense spending as a st^Sui/'-r. 

Part of the problem is that public op.inioii is very volatile on de- 
fense? - 

Mr. Chu. Yes, sir. ^ - - - - 

Mr; Aspin. It seems to me chat we are net doing a very good job 
of how we deal with that volatility. We keep bemoaning the volatil- 
ity and keep talking about agreements between the Congress and 
the President about a constant rate of growth in defense spending. 

We can argue about the numbers, but people seem to think you 
need .m agreement between Congress and the President that we 
will have a 5-percent rate of growth for 5 years. That ignores the 
fact that what drives the instability is public opinion, and that 
public opinion might shift, and in which case any compact between 
Congress and the administration would break down immediately 
because probably both of them would want to change the r.-nus of 
the contract: _ __ 

Suppose we decided on a 4-percent real rate of growth in defense 
spending, and ail of a sudden the deficits push up the interest 
rates, arid then the whole economy looks like it will stall out and 
we are into another recession. That 4 percent won't hold. 

The pressure is going to come to cut Government spending and 
you will not have a 4-percent real increase in spending: On the 
other hand, suppose the Soviets do something nasty, the 4_ percent 
won't hold either because everybody will want to increase it: 

I think- that rather than talking about maintaining a level of eco- 
nomic growth that is constant, we ought to recognize, at least for 
the foreseeable future, that defense budgets are going to be some- 
what driven by events and figure how do we define defense budgets 
in that kind of world. ' _ _ . 

Suppose we decided we wanted to figure out some way in which 
we could do this, where there is some part of the defense budget 
that can expand and contract without a lot of repercussions, be- 
cause starting and stopping production lines or speeding up or 
stowing down production lines is not a very good idea. > n 

Are there birher parts of the_ budget that, could be cut back? I 
know people say "Well, you are cutting O&M. and readiness," but 
of course, those are the things that you can probably pick up again 
quickly with minimum problems, Unless they are not minimum 
problems; 
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Mr. Chu. I would argue against making, the adjustments on the 
O&M and- readiness side, because the problems can be quite sub- 
stantial. What happens is that people say 'Tt will be temporary. 
We will cut back flying hours; don't worry, we will return <to the 
program next year." Next year it could be very painful to get that 
kiad of money back: 

W ha t you gradu a 11 y get from that is a rri uch less ca pabl e force, 
and you are using inefficiently the capital stock you paid for. You 
are having it run by people not fully trained. 

That is part of what we did in the 1970's. We cut flying hours 
way back. We have had a turnaround on that, and we would like to 
get close to 20 hours a month, which is the goal that the Secretary 
announced. That is still below what the Israelis do. 

1 would argue that the real cost from trying to change t;. O&M 
accounts around in this way is that you have a much less capable 
force than the one you think you are paying for. The argument I 
would make is, that if the Nation decides it wants less defense, we 
need to be explicit about where. Are there accounts that you can 
try to manipulate in the short run? 

One of the problems that we as a department face^and some 
members of this committee have been sympathetic — is that budget- 
ing is d one bri a ye ry s h b rt r u ri ba s is , 1 yea r at a t i me. 

I recognize that the kinds of factors you describe make it ex- 
tremely difficult to reach, and even more difficult to enforce a 
longer run view. But I do think that if the Department were under 
something like the 2-year budget that some people on this commit- 
tee have. endorsed; we could minimize these shortrun kinds of prob- 
lems. While not locking the Congress or the public in unduly, it 
would allow us to focus our attention more on the longer run 
issues. 

I wo uld a rgue the w hoi e debate _ wo u Id be imp roved , if we we n it 
for an intermediate compact, and the longrun compact were more 
su t jec t to t he k in ds of j^ress u r*es y~6 u in d icate . , : 

Mr; Aspin. Even with that, though, it is not. I mean that may 
help ybu a little bit with the flutters, but riot with major changes. 

You get a 2-year budget and the Soviets invade Iran. The admin- 
istration will be in for a supplemental. We have already seen ad- 
ministrations that have pulled back entire budgets and resubmit- 
ted. Jimmy Carter had a budget arid when interest rates went 
throug h th e cei 1 i ng he pulled it back and prese n ted a whole new 
budget: These pressures come from the public, and it is not neces- 
sari 1 y the Co rig r ess t hat responds. 

What I am saying is that, yes, the ideal thing to do is to decide 
what the rate of growth is and then adjust the whole defense 
budget to that rate of growth, but the problem is that that rate of 
growth assumes that the future is going to be like the present. 

One thing for su re, t he futu re _ i s_n 1 1 go i n g_ to be_l_i_ke t h e p re se n t .__ I 
don't know why it is: We adjust the whole budget for a 3-percent 
rat e o f growth an d a 1 1 of a su dden the worl d cha nges and we are 
adjusting it to a 5-percent rate of growth and then we are back to a 
.S-percerit rate of growth adjustment. 

It seems to me that, yes, there are difficulties with adding and 
subtracting in any of the accounts, whether it is personnel ac- 
counts, procurement accounts, the O&M account, whatever ac- 
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count, but it seems to me we ought to think about what areas in 
the defense budget are subject to the least amount of costs with 
those nuctuatibi^ a way to design a budget 

assuming that people are looking to cut defense but somehow be- 
tween now and the end of the decade, they will want to increase 
defense spending again. 

- What can we take out now and put . in later on- with less cost 
t b a e ' : ' a r t i n g a n d stop p i ng p md uct ion 1 i n es , whic h_ i s _ p rpba bl y^ the 
mo:-;i mostly: We ought to decide what is and what: isn't the most 

: Chu: Lam not sure I have an answer to what is least costly, 
but among the more costly types of changes are cuts in readiness 
c • « enditures: You are never quite dertain when you need to use 
those resources. Cuts in the readiness accounts tend to erode capa- 
bilities over time. 

Mr. Aspin. One way of doing that is not to apportion the readi- 
ness equally among all of the units, 

Mr. Chu. We do that. We don't do as good a job telling our story 
in that regard. We keep forward deployed units at higher levels of 
readiness, and eve.: r ;>'/^ -my units in the United States, we 
make fine dist ; i^?t ; <»o*> .-iii.orig the levels of readiness we want them 
to achieve. 

_T he re is a rh aj or _b rc 4_ k be t w ee n Act i ve an d ce r t a i ri Rese rye 
Forces, so we make distinctions between those units as well. We 
do n * t k ee p e ve rybody a t t h e_ h ighes t read in ess level. 

Mr. Aspin. You ought to do more of that. 

The po ' nt is, if the fo rces are 1 i kely to be needed for a major con - 
t in^ency, you are likely to see it coming. The minor ones, you are 
not likely to see. 

Mr. Chu. We try to make those kinds of distinctions. 

The difficulty is that, given that the Department has already 
made some such distinctions — although some people might quarrel 
with how we have done it>— and given- that you have a set of those 
d istin c t io n s _ ai red ,dy _e m bed d e d i n t he b u dget, c u ts i n t He re rhd i n ess 
accounts affect the training of all units, not just the readiness of 
specific ones . Ad ministrativeiy, since we have already made deci- 
sions about what the relative readiness of various units should be, 
the cuts tend to fall on the training of all our forces — the prepara- 
tion of soldiers and tactical air crews to send to Europe, for exam- 
ple, or of naval aviators to serve on the carriers we keep positioned 
in various parts of the world. T : us happens even within fairly 
small swings in the- shortrun budget level: That. is very inefficient. 

Mr. Aspin. 1 would agree, but f am arguing, if you are going to 
cut_ make sure it doesn't occur in something like that. 

Mr. Chu. That is a fair challenge. 

Mr. Aspin. Otherwise we are going to end up with the cuts occur- 
ring wherever anybody happens to want them, rather than asking 
where are cuts likely to do the most amount of damage and be the 
hardest to start up again. 

Maybe _ am mo stocks — people would argue that ammo stocks is 
less dangerous th'jn training, because they are a pipeline oper- 
ation. 

Mr, Chu Of course, you have touched on a situation in which 
the Government agrees that items like ammunition might be more 
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susceptible to shorter run changes.. Such a policy is acceptable, if 
vbu are comfortable with your stockage position to start out with: 
If you are not,^you are left with a Hobson's choice. 

Mr. Aspin. There is going to be rib answer to this, arid people 
talk about how you ought to agree on a rate of growth and stick 
with it. That will carry so far. Looking at the everits of the last 6 
months, we couid not have anticipated that, and all of those things 
have tended to drive the defense budget . in different ways, so it 
seems to me that we— including you -guys in the Defense Depart- 
ment— ought to think through these ideas and- then talk to Con- 
gress about it. 

There is a tendency to stonewall over there, and say, Look, there 
is our defense budget, by God, this is what we think is enough to 
defend the country. If you want to cut it, the blood is on your 
hands if our defenses are not adequate. 

The dialog needs to be there. 

Mr. Chu. In all sincerity, a 2-year budget would help the dialog. 
The Department finds itself constantly dealing w ; .th budget issues, 
much as the Congress does^^and as a result, everyone is driven to a 
very shortrun orientation. What you are posing are the longer run 
kinds of questions, and I think the situation would be helped if we 
couid find a way to get a stronger intermediate term, 2- or 3-year 
perspective on the more challenging and important questions we 
need to confront- 

Mr. Clark. I think you have to leave pretty soon. 

What you said in your testimony is that a billion dollars' worth 
of defense spending creates about i-^.000 jobs: 

Mr. C;uj. Right. . , ..... 

Mr Clark. I understand thai billion dollars is defense spending 
on goods, ;.«<.! in./hidihg or retirement. It is a billion dollars 
spread across all of the otlier military accounts: 

Mr. Ciiu. Right. 

Mr. Clark. Neither pay or retirement, but just about everything 
else? 

Mr. Chu. The absolute figures will depend on which set of 
models you use and on the particular assumptions you grind into 
them. The conclusion I would want to stress is that when you com- 
pare defense purchases with other Federal purchases excluding 
transfer payments, both produce about the same number of jobs 
per dollar spent. 

Mr. Clark. The problem I have with that is when CBO does that 
same thing, when they exclude personnel and retirement, they 
onlv get about 20,000 jobs. There is a big discrepancy there. 

Mr. Chu. We have been through that with them as well. Some 
models have produced numbers in the G0,000 range. 

Mr. Clark. Do you suggest that your 35,000 is at the low end? 

Mr: Chu: It s in the lower end of the range. There is one consid- 
eration—among others— That you should be aware of. Some esti- 
mates are Calculated from the establishment survey of employ- 
ment; others use the houriehold survey of employment: Those yield 
different results, but th\-y don't change the basic conclusion L offer*, 
which is that a dollar spent on defense purchases will yield the 
same number of jobs as a dollar spent on nondefense purchaser,. 
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An artic I e in I as t Sunday's New Yo rk Ti mes d iscussed why t hese 
two series differ, both in their estimates of the total number of jobs 
created and— what is germane to this discussion— lii their interpre- 
tation of how changes in the business cycle or in the level of gov- 
ern men t spending affect erripl oymen t levels. 

That may- be an element in the difference between our estimates 
and those of the Congressional Budget Office. 

Mr; Clark. It roughly doubled: 

Mr. Chll Yes; you have to be careful with some estimates. 
Mr; Clark. Your estimates would be higher than 35,000, higher 
than the pay account? 

Mr Chu; Yea. 

Mr. Clark. CBO's comes out at about 25,000? 
Mr. Chu. Yes. 

Our estimates are calculated using an input/output approach in 
which we look at both, direct ^and indirect demands: I do not recall 
the extent to which CBO attempts to do that sort of thing. 

Mr; Clark. You are comparable on that basis? 

Mr. Chu. There is also the more Keynesian type of induced 
spending. 

Part of the explanation may also lie with the two different series 
that are used to estimate how many jobs there are in the economy. 
It is awkward that our statistical processes, Government-wide, pro- 
duce different answers. 

The basic conclusion is that, in terms of its job-creating effects, 
defense spending is, on average* neutral relative to any other kind 
of Federal purchases. The diffe_rences_i_n i models will, however, 
change the absolute number of jobs estimated; 

We have made these estimates with a variety of models and you 
can produce numbers in the 60,000 range. You also have to under- 
stand whether people are talking about an average over a period of 
several years or about an impact multiplier, for example, the first 
year effect. ; - _ 

Mr. Multok You said some models can generate 60,000 jobs. 
What are they? 

Mr. Chu. You can get much higher numbers. 

Mr. Multop. All of the ones I have seen, including the ones out 
of your system, are . . 

Mr. Chu. The one we would stick to is 35,000. 

Mr. Multop. Who gets those higher numbers? 

Mr. Chu. I don't want to blame the people involved. 

We have used both Chase and Wharton models to look at this 
question, and I would be delighted to share those numbers with 
you. ; 

Mr. Multop. You would, yes. If you could submit them. 

Mr. Chu. These are our manipulations of their models. 

Mr; Multop; if you could submit those. 

[The information referred to above follows:] 

Forecasting Models 

*V found that the Wharton Econometric Forecasting Associates model implied a 
rtr 1 jction of about 12 000 in civilian employment in calendar 1583 if defense spend- 
ing is cut by $1 billion (1982 dollars) in that year. Assuming that defense spending 
remains $1 billion (1982 dollars) below the base line, the model implies an average 
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reduction In civilian Employment of about 45,000 over the three years 1983 through 
lliSH. The correspondiiiK estimates from the Chase Econometrics _n?oclei are about 
lis 000 in \im arid ah average of about (tf,000 over the years 1983 through UN). 

The employment multipliers implied by the Wharton model were computed by 
staff in the office of Program Analysis and Evaluation in the office ol : the Secretary 
of Defense in consultation with Wharton Econometric Forecasting Associates. Ihe 
multipliers for the Chase mbdel are taken from David. Cross and Edward r riedman, 
"Model Notes 11: Multiplier Properties of the Quarterly Model, Chase Econome- 
trics. Macroeeonomic Forecast and Analysis; January 1983. 

Mr. Multop. I had only brie othe^ question. You said in your tes- , 
timony that $1 cut out of defense spending only reduces the deficit 
by 50 cents. Is that true of nondefense spending as well? 

Mr. Chu. Transfer payments have a larger effect. 

Mr. Multop. Thank you. 

Mr. Aspin. Thank you. 

Our next witness this morning is George Brown. 

We had a witness who was supposed to be here from the Council 
of Economic Advisers but the White House thinks he is going to 
say the wrong thing about the deficits so they won't let him come. 

We are happy and pleased to have Mr. Brown here who is the 
group vice president for. Data Resources, Inc. 

Welcome, sir, and let us start with your opening statement. / 



STATEMENT OF GEORGE F. BROWN, JR., GROUP VICE 
PRESIDENT, DATA RESOURCES, INC. 

Mr. Bkown. Thank you, Mr. Chairman. 

I will try to summarize my testimony since I have distributed 
written, copies of it to you. _ - ; - - 

Our Nation is now 5 years into the first period of sustained real 
investment in its military, forces since the end of World War II. 
Built upon a strong consensus regarding national security require- 
ments reflected in the budget submissions of both the previous and 
current administrations- and in the decisions of the Congress, this 
investment program has increased the Defense share of the Na- 
tion's gross national product from a post-World War II low of 4:b 
percent in 1979 to over 8.5 percent this year: \. 

The positive real— inflation adjusted— rates of growth in defense 
spending since 1979 reflected in table 1 have re ver^ed_ a three- 
decade trend toward lower real levels of defense -spending that has 
been interrupted only three times since the Korean war, in 19o7, in 
15H5M52, and during the Vietnam buildup of 1966-68; Furthermore, 
recent budget decisions have established a basis for continued real 
growth in defense spending, with defense obligational authority 
substantially above outlays as a result of the concentration or 
spending within the weapons procurement accounts, . 

While the current and projected defense shares of gross national 
product arid Federal' Government spending remain low by any 
recent; historical standard except that of the late 197G's, the in- 
creased emphasis on defense spending has forced an examination of 
its economic impacts. This examination has focused on not only the 
ways in which defense spending decisions impact Upon the econo- 
my, but also on the ways in which overall economic conditions 
impact on the costs and feasibility of defense programs. - 

Both questions 'Assume increased importance as debate begins on 
the fiscal year l;,o5 budget, with the economy now showing solid 
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* i^ns o 1 reco y e ry | ro.fi i t devastat i rig i mpact s of t he 1 980-82 _re- 
cession and . policymakers facing the challenge of identifying the 
njj.x. PA. ^scal_ajid monetary policy which can sustain the recovery 
without, re igniting inflation: The obvious focal point of the fiscal 
year 19S5 budget debates will be the Fedeial deficit, now approach- 
• ing #200 /million and 5.5 percent of the U.S. gross national product. 

From the analyses of defense spending and its economic impacts 
winch have been completed oyer the past several years, several 
clear conclusions have emerged. These conclusions and their impli- 
cations in todays environment provide important insight for the 
questious-which must be examined in the context of decisions on 
future DOD programs. In particular, six issues can be identified: 
The ability of the economy to support defense programs; the eco- 
nomic impacts of defense, spending; the impact oT defense, s 
on employment; the impact of defense spending on the Federal 
defie it; the re 1 at ion sh i p between defense spen ding and inflation; 
and the ability of the defense industrial base to support ongoing 
a n d plan riled defense procure merit programs . 

From today's base or even considerably expanded levels of. der 
fi iim* spending, it is clear that the Nation can afford the levels of 
defense deemed necessary on national security grounds. Current 
and proposed levels of defense spending can be accommodated 
without threatening the long-term, health of the U.S. economy. At 
the same time, however, it is essential to recognize that- such 
spending is riot costless; the key Question to be addressed is the 
way in which defense spending is financed. The issue of financing 
defense spending becomes part ic u larly im portari t given present 
monetary policies, which are unlikely to accommodate large defi- 
o i ts as t he recovery conti ri ues . 

The contrast between th6 long-term economic impacts of the 
choice between financing defense spending by increased income tax 
collections or reduced spending in other areas and by increased 
deficits is of particular importance in this transition year; With the 
del e rise _b i 1 1 pa i d for by i n c rease d pe rsonal i ri] co me ta xes ,_giy e n _ t he 
likely response of the monetary authorities to the changed deficit 
out loo k, resources are p rj no] pal_ly_]d rawri f rqm consumption, leavi rig 
the rate of capital formation essentially intact. 

Oh the other hand, if deficits are allowed to increase, interest 
rates are driven up by the combination of increased economic activ- 
ity and monetarist policy, substantially reducing housing starts, 
durable goods purchases, and business fixed capita! formation. The 
consequence of these reductions is a loss in the potential gross na- 
t ion a 1 product in future years, j n turn red ucirig the Nation s ability 
to. increase standards of living, maintain its competitive position, 
arid meet fut u re de fen se need s. T his con c 1 u sib ri in rib way i mplies 
that defense spending is bad for the economy; rather, it suggests 
the importance of fiscal policy choices which insure that no 
damage is done to long-term growth prospects by programs de- 
signed to meet existing challenges to our national security: 

The environment of 1980-88 has been one in which the increased 
levels of defense spending which have occurred could be readily ac- 
cbm mod a ted as a consequence of the considerable slack which has 
existed within the economy. During this period, unemployment 
grew from about 7 percent in 1980 to over 9.5 percent, arid rriariu- 
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facUiring capability utilization declined from over to percent jn 
1!>7!> to under 70 percent lit the end of 1982, Increased levels of de- 
fense spending have, in jact, been among the few components of 
final demand which contributed to the start of the recovery, feder- 
al Government spending, with defense an important component,- 
and consumer spending on nondurable goods and services were the 
onlv two major components of gross national product which jn- 
creased during 11)82, with such other factors as con surn^r durables 
spending, nonresidential fixed investment, residential fixed invest- 
ment exports, and State and local government spending all de- 
creasing. The defense spending increases which have occurred have 
added to real gross national product and.employment without any 

significant adverse impact on inflation. _____ 

This second conclusion is not intended to suggest that defense 
spending be viewed as a preferred instrument for stimulating 
growth or employment. Defense spending decisions should be based 
on security considerations alone. It is, however) clear that a conse- 
quence of the defense budget decisions which have been implement- 
ed has been increased economic activity and jobs.. 

The impact of defense spending on employment is among t he 
topics which have received careful examination. The conclusion 
emerges that defense spending is approximately equal in its em- 
plovment Impacts to the average mix of economic activity across 
the various sectors of the economy. In terms of direct jobs per $1 
billion of production, defense programs generate lo,400 jobs in com- 
parison with an economywide average of 17,400. Taking into ac- 
count the multiplier effects associated with defense spending pro- 
grams, an overall estimate of the 1983 jobs multiplier suggests that 
about :M.U0U jobs have been created per $1 billiorun defense put- 
lavs: * . . . _ 

The impact of defense programs— or any other categqryot jpri r 
vate or public sector spending— can best be understood by focusing 
on the producing sectors from which output is purchased. 

As table 2 suggests, sectoral employment to output ratios vary 
considerably across the key components of the economy, with the 
employment intensity _of the services- and wholesale and retail 
trade sectors considerably above that of other sectors such as man- 
ufacturing. The relative employment impacts of alternative spend- 
ing programs depend upon 'the mix of sectors from which output is 
purchased. -- , , . u , 

Table X compares the distribution currently associated with de- 
fense production with that of the economy in aggregate. Defense 
draws heavily on the durables manufacturing sector, with the du- 
rables share nearly three times that of the other components of the 
economy, and considerably less heavily on such sectors as finance, 
services; und trade. Across categories of defense spending or be- 
tween defense spending and other types of public or private sector 
spending the impacts on employment cannot be divorced from the 
underlying labor intensity of the sector <rom which goods and 
services are procured. . - 

These facts account for the widely varying estimates of the em- 
ployment impacts of defense programs. As m the case with the ag- 
gregate long-term economic aspects _of defense spending, 'the. em- 
ployment impacts depend on the level of slack which exists within 
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fiscal arid monetary policies which are implemented in conjunction 
with defense spending decisions. 

More jobs can clear) y be created if spending* is transferred from 
defense programs to programs which draw more heavily on labor- 
intensive sectors of the economy — for example, service sector ori- 
ented programs such as health care and -education — and fewer jobs 
would be created if spending were transferred to less labor-intense 
categories of production /vice again underscoring the need. to 
decide upon defense prog::,' .i from a national security perspective 
rather than from an econonnj one; The salient conclusion, howev- 
er, remains that additional jobs have been created as a result of 
the recent defense spending decisions; . 

The fourth general conclusion which emerges from the analysis 
of defense spending impacts is that defense spending cannot be 
viewed as either the cause or the cure of today's Federal deficit 
problem; From a long-term perspective, as indicated earlier in table 
1. defense spending has declined in real terms over most of the last 
several decades. At the same time, other categories of Federal 
spending have increased significantly in response to various soci- 
etal objectives. 

As a consequence, the defense share of Federal spending has de- 
clined from over 43 percent in 1960 to about 34 percent in 1970 to 
under 29 percent today; From even a near-term impact, noting that 
the defense share of Federal spending has increased recently, the 
same conclusion emerges; Between 1980 and 1983, Federal receipts 
grew — o n a current dpi 1 a r, cale ndar year basis — by about $104 bil- 
lion while expenditures grew over the same interval by about $227 
billion. Of that increase in Federal spending, only about $72 billion, 
or 32 percent, is associated with defense. _ _ _ 

Both the differential between the growth in expenditures over re- 
ceipts and the growth in nondefense expenditures dwarf the 
growth in defense spending. Today's deficits are the product of 
s 1 o wed growt h i ii Fed e i r a 1 recei p t s , due to the e_f fee t s of the reces- 
sion and tax law changes^ and of the growth across virtually all 
c ategor i es of Fede r a 1 s pe n d i ng, w it h defense s pendin g increases ac- 
counting for only about one-third of the latter factor. 

A similar conclusion emerges regarding the impact of defense 
spending reductions of future deficits. While it is clear. that redac- 
tions in any category of Federal spending will lead to reductions in 
the deficit, the impact is not dollar for dollar. Taking into account 
changed levels of economic activity, changed levels of tax collec- 
tion, a nd c han ges ind uced ac ross ot he r ca t ego ries of Fede ra 1 spe n d- 
ing, it can be concluded that each $1 of reduced spending on de- 
fense wi 11 result in a redu ct i o n of the de ficit of ju st under one hal f 
that amount. Given current forecasts of the Federal deficit which 
total about $G20 billion over the 1984-86 period, any -plausible re- 
duction in defense spending will still leave a large deficit problem. 
At best, reductions in defense spending c^n contribute to reduced 
deficits as a minor element within a package dominated by tax in- 
creases and reductions in nondefense spending. 

Th e re 1 ationship between d efe nse spen d ing a nd inflat ion is a 
fifth area of relevance to the overall analysis of the linkages .be- 
tween defense and the economy. When the current administra- 
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tion's initial defense spending plans < were introduced, the potential 
impacts bf added DOD spending on an inflation rate that was then 
in the double-digit range were among the principal concerns voiced. 
Today, with the dramatic impacts on inflation of the deepest reces- 
sion of recent times apparent, the question, must be refocused in 
terms of the potential impacts of defense spending on renewed in- 
flation While the current regime of loose fiscal policy in aggregate 
poses a threat of inflation rates above those prevailing today if sus- 
tained as the recovery continues through 1984 arid into 1985, the 
contribution of defense spending alone to the inflation outlook is 
modest. 

The more important focus is on the impact of inflation on de- 
fense programs. As table 4 indicates, the improved inflation envi- 
ronment has paid large dividends with respect to the rates of in- 
crease in the costs of defense programs. Based on statistics collect- 
ed by the Bureau of Economic Analysis, the deflator for defense 
programs — excluding the compensation accounts^ in the "DOD 
budget — has dropped from levels considerably above those prevail- 
ing elsewhere i*« the economy — 15.2 percent in 1980 and 117 per- 
cent in 1981— to levels generally consistent with economywide ex- 
periences. This improvement is forecast to continue during fiscal 
yoar 1984, with the defense deflator dropping to 4.6 percent, a level 
actually below that projected for the gross national product defla- 
tor, ; 

This improvement in the inflation outlook has been a major con- 
tributor to constraining the current dollar cost of defense pro- 
grams. The outlook for 1985 and beyond, however, is less positive, 
although the defense deflator is projected to remain well below the 
lofty levels of the recent past. Three factors are central within this 
projection: An end to the benefits from deflating energy prices, es- 
calation in the prices of nonferrous metal products central to many 
defense programs, and wage settlements within the defense-supply- 
ing industries above those prevailing elsewhere within the econo- 
my. As a consequence, inflation will become a more important 
factor in establishing current dollar defense budgets in 1985 and 
beyond than has been the case in fiscal year 1984. 

A final set of conclusions relates to the impacts of defense spend- 
ing across the key industries supplying goods and services to DOD. 
As was noted earlier m a macioeconomic context, the defense end 
market has been among the relatively few healthy buyers for many 
industrial sectors over the past 3 years. A clear consequence of the 
recession has been the relaxation of concerns which prevailed earli- 
er regarding the potential for defense spending-induced bottle- 
necks. The recession has provided a lengthy grace period within 
which defense demands could be accommodated without crowding 
out private demand or impacting on leadtimes. 

That grace period continues today, with manufacturing capacity 
utilization still well below even the 1980 level despite the strong re- 
covery which has occurred during 1983. While any $250 billion en- 
terprise is likely to encounter bottlenecks in isolated instances, the 
probability of meaningful, economywide supply constraints remains 
low over the next several years. At the same time, however, it ire- 
mains true that the impacts of sustained increases in defense 
spending on the output requirements of numerous industries are 




178 

large, and few of these industries have invested in their capital 
bases during the 15W0-M period. . , , : 

The extent of the recovery of business fixed, mvestment dunng 
1984 will be a key ftctor to monitor m terms of the longer term 
ability of U.S. Industry to accommodate defense demands w.thout 
impacting on other sectors of the economy. m 

The grace period continuing today is certainly long enough to 
permit this investment to be made but it has not yet m^tena^. , 
In this context, the most important concerns remain within the 
second and lower tiers of DOD suppliers: 

To the extent that a useful summary statement exists- across 
these six key areas of concern, it is that while defense spending has 
mportant and notable impacts on various dimensions of econonuc 
activity it ^ in no way a pivotal element within today's economy. 
Defense spending influences economic growth, employment, mfla- 
Sn "he deficit, Ind numerous other measures of nationa ^ econom- 
ic activity, but does Hot dominate any of them. The challenge 
facing Congress and the administration remains in reality, as 
philosophically it should, that of determining what levels of de- 
fense activity are necessary to meet our Nation's national security 
objectives: 

Testimony resumes on p. 18i.| .. ,, , 

[The prepared statement of Mr. Brown follows.] 
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E'iikiv.Kk!) Statkmen r of Gkorok R BHwn, Jr 



Our nation us -now five years into the first period of sustained real investment 
in its military forces since the end of World VNar U. Built upon _a .strong 
consensus regarding national sec unty_ requirements reflected jn.thc .budget 
submissions of both the previous and current Administrations and. in the decisions 
of the Congress, this investment program has increased the Defense share. of the 
nation's gross national product from a post-World War H .low of .4.6% in 1979 to 
oyer 5.5% this_yc_ar.__ The positive real (inflation adjusted) rates of growth in 
Uc.f_c.ns_c spending since 1979 reflected in Table I have reversed a three-decade 
trend, towards lower real levels of Defense spending that has been interrupted 
only three times since the Korean War, in 1957, in 1961-62, arid during the 
Vietnam buildup of 1366-68. Furthermore, recent budget decisions have estab- 
lished a basis for continued real growth in Uefense spending, with Defense 
Obbgational Authority substantially above Outlays as a result of the concentra- 
tion of spending within the weapons procurement accounts. 

Uhile the current and projected Defense shares of gross national, product.and 
Federal govcrnn\cnt spending remain low by any recent historical .standard 
except thut of the late 1970s, trie increased emphasis on Defense spending has 
forced an examination of its economic impacts. This examination has focused On 
not only the ways In which Defense spending decisions impact upon the economy, 
but also on the ways in which overait economic conditions impact oh the costs 
and feasibility of Defense programs:. -Both- questions' assume increased impor- 
tance as debate begins on the fiscal 1985 budget, with the economy how showing 
solid signs of. recovery from the devastating impacts of the 1980-82- recession 
and polic.N makers facing the challenge of identifying the mix of fiscal and 
monetary policy which can sustain the recovery without reigniting inflation The 
obvious focal point of the fiscal 1985 budget debates will be the Federal deficit, 
how approaching $200 billion and 5.5% of the U.S. gross national product. 

From the anfi lyscs of Defense spend ing and i ts ccono mic i m pa e ts which have 

been completed over the .past several _yea^r_s,_ .several clear, conclusions, have 
e merged. These con cj u s i o ns_ and t h e ir_ i mpli ca ti o ns_ _ . in tod ay's e n v i r o n m en t 
Provide important insight. for the questions which must.be examined in the 
context of decisions on future DoD programs: In particular, six issues can be 
identified: the ability of the economy to support Defense progra ms, the 
economic impacts of Defense -spending, the- impact of Defense spending bri 
employment, the impel of Defense spending bri the Federal deficit, the 
relationship between Defense spending arid inflation^ and the ability b: r "\c 
Defense industrial base to support ongoing and planned Defense procure 



From today's base or even considerably expanded levels of Defense spend i ng f' 
i t is clear that the nation can "a f f o r d " the 1 eve Is of L)e f e n s e_ d e e m cd _n c e ess or y 
on national seeuri ty gr o u n d s . C u r r e _n t .an d_ p ro p os ed J e y els of _ D e f e ri so sp e n d i n g 
eaji be accommodated without .threatening the. long-term health of the U.S. 
economy. A t_ the same time, however, it is essential to recognize that such 
Spending is ^l.ot costless; the key question to be addressed ts the Way in which 
Defense spending is financed. The issue of nnancing Defe'ise spending -becomes 
particularly important given present monetary policies," which are unlikely to 
accommodate large deficits as the recovery continues. 



programs. 
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lhr t-iiii! -n l •« tATdi the lung tc rm economic impacts of the el oiee between 
PimiuMiik Delih.c soending b\ increased income tax colketions or reuivi-:- 
speiidiiig iri other iirOiis ahd by . iucTcuswj. del h/ds is of ^ar:. ;uhir iniportanee ir, 
this transition year. VvitM the Defense bill paid.tgr. by. increased personal mco,„e 
i ;. . ii the Li k c 1 v r e sp ohs c of t he n i on e t a _ry . a u t h or i ties to 1 1 ic c hun g eel 
j'i. ^k resources are principally drawn from .consumption, leaving the 
r';.:. • ea-.iiai' formation essentially intact. Or. the other hand, if deficits are 
alle- tuwierease, interest rates are. driven Op by the combination of increased 
t-fi-i activity and monetarist policy, siilistahl ially reducing, housing starts, 

i!ura ■■■ :s purchases, ami business Tixeci capital formation. The conscience 
e t / reductions is a loss m the potential gross rmlioha) product in future 
o t lS . turn reducing the nation , ability to inc-ease standards of 1 vim-- 
iiiMii, .f- a> eom K ntiVL position, and meet future Dclcnsc needs. Ihis 
Lt P( ! .s .>-• n, no wn; implies that Defense spending is had for the cconor 
rather it suggests the importance of fiscal policy choices which ensure that no 
<!an.ag<> is doiie to long-term growUi .prospects by programs designed to moot 
e\i>tiiit, challenges to oiir national security. 

ih'c environment of 11*80-83 litis been one in which the increased levels cif 
intense lending which have oecurred could, be readily accommodated as a 
t .on-:eo—:::-e of the considerable slack wh.eh has existed within the economy. 
i>urim ; th.s period, unemployment grew lrom about 7% in 198t) to over y.j%, and 
, H,„.Llrni ( eapa \ U utilization declined from over 85 % in 1979 to uiider 
- lM ut the end of 1 U82 Increased levels of Defense spending huvc ; in fueVbctn 
;i , n one t, lL u'y, components of final demand whirl, contributed to the start, ot tl\c 
Mt( ; v< v Hii.t'hI government spending, with i dense an important component, 
ii i h Co(,-u,mt gliding on nondurable good: ; nd services *cre the only two^najor 
; - u ts ci gross national product which iru nscd dunrg 1982, with such 
tUe' ,u t< is t > consumer durables spending nonresick ntial fixed investment, 
resul.-ntia! fixed investment, exports, and state. mid loeal government spending 
all tS ereasing. The Defense spending incrc.as.os which have occurred have adclec 
to real gross' national product arid employment without any significant adverse 
in. pact on inflation. 

This sceorui conclusion is not intended to suggest that Defense spending be 
viewed as a preferred instrument lor stimulating growth, or . employment, 
w l, nse spending decisions should be based on sccurit e rs ce-f: Ucrs aloic. It 
is I ; Ai'v! r cUa thai a conscqu t icc of the Dcfc iso budget decisions which 
tutvt been implemented has been increased economic aetn 'y and jobs. 

Ihi. impact of Do ruse spending on employment - .ung Uic topics which 
■ ivt vul ci.n li i examination The conelusion emerges that Del -use 
/ending i> approximately equal in its employment impacts to the average mi < of 
economic aetivitv across the various.seetors_pf_.the economy. In terms of direct 
iobs per $1 billion of production, Defense programs generate In. 4 thousand jobs 
In comparison with an economy-wide average of 17.4 thousand. lukmg into 
acc ount the muUipiu effects associated with Defense, sp^m.i.^ p^rams h 
overall estimate of the 1983 jobs multiplier suggests that about jobs have 

been created per $1 billion in Defense outlays. 

'I he impact of Defense programs (or mm;,- other category of private or public 
mm-. /spending) can best understooc by focusing on the producing sectors 
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! ><>M i v\ tiu-h » »u 1 1 m ! i-, jmrrht i"m • i j . A s ' j "tit j \v i s u gg e s ts,, sj e c to r u i c .mpj . oy. me tit . to 
ou tj >u t ra ti V:^.y^'Ty..^!*?]!'\'?!v^7.^^y tiic key cpniponcn ts of the economy^ _w itl i 
the em pun iihi ( intensity of the_ services and wholesale unci retail truck sectors 
^onsidenibly above .that of. other. sectors. such as . manufacturing. The relative 
employment impacts of alternative, spending, programs depend upon the mix of 
sectors from which output is .purchased, Table 3 compares the distribution 
eurri'htl;; associated w»th Defense production, .with that of the economy in 
aggregate.. Defense draws heavily on the durables manufacturing scetori with 
< iU:i?u)lrs -share nearly three tinu ^ that of the other- components of the 
i v and considerably less heaviK on such sectors as finance, services, and 
•\ cross. « mIi goru s of Defense t ;c idiug cr betwe en Defense spending and 
[ ; <- i , i die cr pnvcte sector s; ( Lein^, the impacts on cmployn cut 
')..t a- oiwrct-d fro n the underU ing labor intensity of the sectors from which 
ni it 1 services are procured. 

I'im f t<< ts aitennt for tm widely V{ ry ng estimates of the employment 
ln . ; i.'.". l \ ! .-\.pf I >«; foriso. programs. As in the ease .with the . aggregate long-term 
economic aspects ut. 1 >ofer.se spending; the .employment impacts depend on. the 
level of slack .which. within the _ economy und. the options therefore 

available : in terms of t a.l and rnonctary.polieies which ii'e implemented in 

conjunction with Defeiis- , ■■tiding decisions: More jobs can clearly be created if 
sjir iuinc is. trafjslc rred froth Dele ^e- programs to programs which drav\- more 
lieavih, or i labor intensive sectors of the economy (e g , service sector oriented 
pr'>grari^ *iiu h as health care nd education), and fewer jobs would be cr-rUcd if 
'(ui ■ : i:i;/ were transferred to less labor intense -categc-ics of production, once 
again underscoring the heed to decide upon Defense programs from a national 
si cuntv [ - ! r'i(n c 1 1 \ c ratine than tiom an economic oncv the salient conclusion, 
hiiwevcr. remains lhat additional jobu liave been created as a result of the recent 
Defense spending decisions. 

llii; I ou rt 1 1 _g c n e r a 1 c o i ic 1 us ion wh i eh c m e rges f r o m t h c . an u lysis o f D c f ense 
spending im pa els is that Defense, spending, cannot be viewcd.as cither the cause 
or the. cure of today's federal deficit problem. From. a long-term perspective, as 
indicated earlier in TaDle I, Defense spending has declined in real terms over 
most. of the last several decades^ At the sariio time, other categories of. Federal 
spending have increased significantly in response to various societal objectives^ 
As a x «. i secjua nee, the Defense share of rcderal spending has declined from over 
in lihiij to about 34'<i. in 1970 to under 29% today. From even a near-term 
impact, noting that the Defense, share of Federal spending lias increased 
r; . » tiv tti saru conclusion emerge-, Between 1980 and 1983, led ml 
m . i r t , \j i a (on a current dollar, calendar year basis) by a'jout $104 bill on 
whi! < \p m'ltures grew, over the same interval bv about $227 billion Of teat 
mere in Federal spending only about $72 billion, or 32%, is. associated w.itli 
Dcft.-n.se. Hotfi tlie differential between the growth in expenditures over receipts 
a ni! the growth in non-defense expenditures dwarf the growth in Defense 
spriiding. ItMJay.'s deficits are the product of slowed growth in Federal receipts, 
due to.. the effects of the recession and tax law changes,. and of the growth across 
Vii tiiatK all categories of I edcrai spehdhig. w th Defense spending increases 
accounting for only about cwic third of the latter factor; 

A similar conclusion emerges regarding the impact of Defense spending 
r • >:is en {V. rt dc iicits V\hih.. is clear that reductions lU any category of 




1 VJnal si * n hrij will U ae to rt «Hn tioris in thc^ttficil, the impact is not. dollar 
U • dollar, "Inking into a< -count changed levels of economic activity, changed 
levels of tax collection, and changes indited across ether categories of federal 
sj enehng. U can be concluded that each $i of reduced spending on Defense will 
re sult mi a reduetie t of tit deficit of just under one half that aniou: ♦ Cjivcn 
, hit fori- asts oi it? 1 cderal deficit which total about $620 billion over the 
i .si m> pa nod , an plausible reduction in Defense spending will s ill leave a 
'urge urfiWI prcbleim" At best, reductions in Defense spending can contnoulc to 
reduer-d di- lie its as a minor element within a package dominated by tax increases 
and reductions in nbh-defehsc spending! 

ltn nation t ip between Defense spending arid inflation i. -_■ rath arc _ of 
- 1, y.iiu : to the overall analysis of the linkages between Deft .. aid the 
i'cvrii< When the current Administrations inula! Defense spci hri elans were 

in'rodmcd. the potential impacts of added DoU spending on an Uill/ition rate 
■ th 3 was then in 3 he double digit range were among the principal eom>-rns 
VeUed lodnv with the d am a tic unpads on inflation of the deepest r^-evoi. 
ol ieeent times apparent, the question must be icfocused in terms of V 
potential impacts of .Defense- spending on renewed inflation. While the current 
regime of loose fiscal policy in aggregate poses a threat of inflation rates above 
those prevailing today if sustained as the recovery ..continues ...through HIK^ and 
iii1« ; iiiK.i. the edntributioh of Defense' spending alone to tin* inflation outlook is 
liiiiilest. 



Hi, i mm important focus is on the impact of inflation on Defense program 
vs I m "1 1 indn ates f the improved inflation environment has paid large dividen 
■Ailh iisp* tt to tuc rate s of increase v the costs of Defense prograi is Rased ni 
stan ties colhrtf he Bureau of 1 < onomic Aiih'im v the deflator for Dc r r 

r r,. h ; s li-d ie eompi nsation accounts in the DoD budget) has droppt . 
hem Uv< Is eonsi y above those prevailing else whet in the e cone \ (lb 2 * 

in DjBU a i >d V : 1981) to le v e Ls _ g c; i e ra lly_ _ eons istcnt with e e c mm y - w u e 

experie ices; 'I "'cmem is forecast to continue Juring fiscal 1984. with 

tin . Dei nse d< .o>- ing to 4:6'^. a level actua. ly. neloy; tf it p.r.'jeete.: lor 

the gross national produce defiater. This improvement in th > inflation outlook 
h*i, bteii a inwjor ' ji tributor to Naming the current donar cost of Defense 
ii-ogran s. The outlook for 198 > a. . besond, however, i- [ ositivt. although 
Uit Defe ist deflator is projec tc- l'j ren i in well ^etdv ity levels of the 

reeent past lhrte factors are central within this proji r ait end to tie 
lulit.s from defhtng encrgv prnes, escalation m the prices of nonferrou^ 
M ■* taJ [irodue is cen.ru ~io nans Defense programs, and wage settlements within 
the De er se-su> u r industries abov- those prevail) Mg els where w'iXhm the 
e eonrs As a r-on' efu-e inflation wiU become h more important factor in 
establishing current dollar defense budgets in 1985 and beyond than has been the 
ease in fiscal li»H4; 



A final set of conclusions relates to the impacts of .1 ).e.fcnse>;p_criding ac-ross 
the key imiusiries supplviiig goods aruj services, to. DoD.. As was noted earlier in ». 
i- Men ecoiio context the Dc ense end t arkct lias been among the relative^ 
U healtl bu\ rs for a any industrial sectors over the past three vipers A 
: kai i oust :\\ enr t of t : - r c ession ias x c i the relaxation, of concerns w.tiu h 
prevanec 1 earlier reparOmr he potential for Dc r ensc spor ting induced f ottle- 
w ks. -hi reecssion ha- ■.-< viced a lengthy [' ate p^iod w -:' i u~ whicn Dctetisc 
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firm nil.-. Is i»i hi l« I |ir /, ] i ):;<><!/! In] ^itlituil erowdiiiy out private demand or 

impae t.mt; un Jci.dtiit.es;.. 1 liM^raei' period eh:itiiiues today, with iiifiir.ifactiirihg 
capacity utilization still well below eveii the 198U lev' i despite the strong 
neoverv which has occurred during 1983 While anv $250 billion enterprise is 
tikds to encounter bottlenecks in isolated instances, the probability of meaning- 
ful; eeonems-wuU supply constraints remains low over the next several years. 

thi an i turn, hov. < ver it n ma^ns tr ue that the impacts: of sustainec 
n L 1 ' s<. in i J<_ f. rise spending on tN output requirement* of numerous indust ries 
mt: i>ir^ ; and Us of these industrn ^ have i ivcstcd in .the sr. capital bases during 
the jii Hii-ii ;i j >cr i o« J . i he cxt en t o I r I w ■ re cp very o f _ busi n.oss f i wed i n vest men i 
cJiis'im " jy.K4.wi}] br a key. factor to moi.iiur. m terms of the. longer-term ability of 
J> - s - v<ie ,- 2stry to aeennin.odatc Defense, demands .without, impacting oh other 
sectors d! the_ economy. In. this contest, the most important concerns remain 
within the second and lower tiers :f DoD suppliers, 

lu thr extent thus a us< fill sujuiji r> state-inert exist across thes-i*. sl\ key 
a'-iii» dI i ciu t hi, it is thet vhile Defense speeding has important and not tabic 
impact* on various chriifs* ims oi economic activity, it lb ir no way a pivotal 
i e i i nt within tenia /s eeoi e n\ De famse spending influence.* economic growth. 
e : . i pics nt inflation: the deficit, and numerous other measures of national 
ij :>i on u activity but docs not domim c any ..of them, 1 hc_eh_allenge facing 
{ " lu! thy Administration re in a iris in reality, as philosophically it should, 
that <>f oVtr;-ii, mini; v.hat level:-, of Defense activity are necessary to nu ct our 
ii.i ! ma's national security objectives. 
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' TABLE i 

CHANGES IN DEFENSE SHAKES OF ECONOMIC ACTIVITY 



Defense Share 
of Clip 



Defense Share 
of Federal 
Spending 

U) 



Changes |n Real Levels 
of Defense Sp^ndinj! 



I 9 54 
195'j 
1 9 S t> 
i 9b7 
i95b 

19 59 
i ^00 

l^ f ' • 
) m>: 

I 964 
1965 
I 9'. 6 



1 ^68 
1970 

iy 7 1 

197^ 

i y 73 
: *7.4 

19 7.5 
I 926 
19 7 7 
1978 
1979 
1 9 HO 

*>i 

1982 
1983 
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52.9 
50.1 
49 . 5 
49.5 
4b .5 
45.3 
43.3 
^2:7 
42:6 
40 . 1 
37 .2 
35.1 
37.5 
39.6 
3^.6 
37 0 
33.9 
30.3 
;'8:9 

27:o 

2. r \1 
25.0 
24.5 
24 . 3 
23.9 
24.2 
24.6 
25.7 
27 .0 
28.9 



-15:0 
-7:4 
-0:4 
5. 1 
-1.0 
-2.3 
-3.1 
4.4 
5.5 
-3.8 

~4.9 

-2:1 
16.8 
14:3 
2:2 
-5.3 
-10.7 
-10.9 
-3.5 
-6.6 
-2.1 
-0.7 
-2.2 
0.7 
0.4 
2:6 
3.9 
5.2 
7.0 
8.0 



Source: Data Kesourccs, Inc. 
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TABLE 2 

SECTORAL EMPLOYMENT TO OUTPUT RATIOS 
(Thousands of Jobs Per $1 Billion of Output) 

(J ■•ihtruction . .. 17^1 

Finance, Insurance & Real Estate B.8 

Mining 3.5 

Transportation & Utilities 9.5 

Serviced 38.2 

Wholesale & Retail trade 28.3 

No.idurab 1 e Manu f ac t u r i ng 7.5 

Durable Manu t ar tur i ng 12.5 



Scurce: Data Resourcci,, Inc. 



TABLF 3 



SECTORAL DISTRIBUTION OF PRIVATE NON-AGRICULTURAL PRODUCTION 

(Percent ) 

Defense Tot-! 

Production pi jc».i .Lien 

Con sr. ructij>n 5.7 ^.7 

Finance. Insurance h Real Estate 3./* 15.6 

Hiiiing. _ _ ... 1.6 1.5 

Transportation & Utilities 9.2 9.5 

Services _ _ . _ . 12. I is; 2 

Wholesale &. Retail Trirfp 3.6 11.5 

Nondurable Mariu [»<: t uri n^. 8.2 17.8 

Durable Ma hut act ur: .1^; 56. J 19.5 



total 100.0 100. 0 



Source: Data Resources, Inc. 
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TABLE 4 
DEFENSE INFLATION 
(Annual Rite of Change, Fiacal Year Baeis) 



198U 1481 1962 198J 198A 1985 1966 



Cioon National Product Deflator 

8.7 9.7 7.1 U, 3 4 8 - 3 3.7 

Defense Deflator (Leas Cop. >eru8 et i on ) 

I s : 1 1 . 7 hj* b.B u.b 6.3 7.2 



Sour«.£: Bureau of Kcoooaic Anal ye ia for 1960-83 data; Data keaourcea , Inc. for 
forecast* 

M r . As pin. Th a n k you very much. 
. Lot ma ask you some questions concerning what you were saying 
about inflation, about the deflator. 

You are saying- the defense deflator— let me ask you the same 
question I asked David Chu about the; difference between the num- 
bers, the inflation numbers in defense and in the rest of the econo- 
my. 

Mr. Brown. Tirst of all, in comparison to the numbers he pre- 
sented, mine ! -**luded the impacts of energy prices, so that there 
are sonn Terences in the-two sets o^' statistics; 

Mr '\s*m -\ .u are using a GNP defense deflator? 

f;' ; *»ko\v\\\ Yes, ^ne that excludes only the cornpensat on ac- 
>uats. Mr. Chu talkv... >out the deflator excluding; both compen- 
sation and energy accounts. - 

Mi. Aspin. 7our deflator does include energy but hot cornpensa 
'.on? _ 

Mr. I'k-'WN. Coirect. The energy imprct is significant, and it 
points to some of the reasons why I feel defense inflation differs 
fro m tnat el sc w he re i ri the eco. Drny . 

Let r.ie sug:gect three iactors, using energy as an example, which 
u re true for n u merous other com po; ients or defei.se spending. 

First of aii r the spending mix is different between defense and 
the economy in aggregate. DOD is roughly twice as energy- intense 
as is the U:S: economy. Swings in energy prices or costs have a pro- 
nounced I effect on DOD. 

That was particularly true recently and is in fact the principal 
reason Jbr the higher defer se inflation r:les of the 1979 through 
1 i)S2 t eriod. The OPFC II price increases % . d an adverse effect on 
DOD inflation. 

The second thin,_ that, aiff'ers is the mx of goods within a generic 
category like energy. DOD buys specialized fuels for aircraft, ship 
mobility fuel . . : r ceteri. Typically. fV: ° mix in t!:° erergy category, 
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and much more so in the hard .goods, category, is toward the more 
specialized high terlniblbgy ends of the spectrum that have higher 
prices, and whether the buyer is Defense or otherwise, have had 
higher inflation rates in recent years. 

the third thing that often differs is the way DOD buys goods and 
^/iTice^With energy commodities, they have been typically buying 
more on the spot market than does the economy in aggregate. 

They pay a premium in periods of tight demand and gel an extra 
benefit in periods of -lack demand. That difference is in the means 
of contracting, and the differing : cor • raeting methods exist -for 
"*ner goods and services as well. Sometimes it works to the Gov- 
rnment's ad'antr.ge. Sometimes it does not. In 1979 and 1980, it 
clearly did not: In 19S2 and 19S.S, it clearly has. ; 

1 see no r eason why the defense 'leflator should ever be the same 
as the t'N'P deflat >r; There are very clear differences in what DOD 
buys. 

Mr: Aspin: You an talking about your deflator now? 
Mr. Bkown. Any measure of the relevant inflation rate for de- 
fense programs: 

Mr. AsriN. I'Acn when leaving out fuel? 

Mr. Hkown: Ye;-.: i think leaving out fuel, you have exactly the 
same thii-g. _ 

Mr Ahvis. You explained the difference between the two when 
you included fuel. Why would Mr. Chu choose the deflator whi-h is 
different from yours but one that takes out fuel as %vH* as compen- 
sation? Why would that be different? 

Mr. Brown. Bocouse the Department of OeiV -tally 
differ ent mix of goods and services. 

It .spends" a very high percentage of its moru-; js and air 

planes* I don't, you don't, the U.S. economy in a..; .«c* does n^t. 
If you and I what wys the right inflation rate iwr each of us, 
our personal tastes and t 'erences really would cause there to be 
diflere'v es in the influtk i^rate That is true of DOD, true of in 
fact any major aggregate. There is an appropriate market basket 
reflecting the commodities they buy, and defense commodities are 
particularly different from the commodities bought elsewhere. 

[V'i. Asimn. Then the xiuestion is. Why are they higher? They 
might be different, but why do they seem higher? 

Mr. BunwM. There are some-research results that I feel confident 
about, hut I think there is still work to be done on that subject. 

When vou look at mix adjusted inflation; the difference between 
the del use ^ id say the GNP deflator decreases significant!* but it 
actua' y h there. The energy example I gave you is one category oJ 
such examples. . 

A second reason for the gap is that the goods and services DOD 
buys are often far more specialized, with far tighter standards and 
military specifications lor one thing or another. Highly specialized 
goods that cannot be produced to stock are typically more expen- 
sive, whether the buyer is Defense or you or I. _ . ._ . ... 

A th^d element clearly must be contracting procedures This is 
one of the areas where there lias been a long history of proposed 
iei( ms— vou mentioned Jack Gansler s conclusions earlier 
the Cariucci in 1 Stives. Many of them deal with contracting prece- 
pt 

i 
) 

ise •'' 



is;* 

diire>. 'In ;j reitaih extent it :y / > ;:, ..tji_at mijmbved rij'":! r:u'lili;: pro- 
cedures ran reduce tin* eap >u 'ategory. 

Mr. Aspin. What bothers ,s lhtjt._wlu«ii I talk to ptojrle. they 
say there are no prob) \rns W-it h bottlenecks. CHO srys there is no 
problem with bottlenecks, Mr. Chu says that, and :lie BIK study 
says there ari* no . problems with bottlenecks: Yet .t remains true 
thai the defense deflator in highei than the i est of the deflators 

So I say if there are no-boni- necks; if there iv no pressure from 
defense to\y. :; .rd inflation., how can the defense deflator be higher 
than the other deflator? It might be possible; but it seems counter- 
intuit iye. 

.Mr. Bkown. I think there lire certain to be some amounts: of the 
bottlenecks withii a §210 billion enterprise somewhere out there 

My fairly s'tror.^ conclusions that they wiH not .be pervasive, in 
trims of r tin i the uoa. mvwide impact or the impact on DOD 
ie-ts most heaivih ail idle la- t that the economy is still operating 
wiih considerable, •lack. 

It 1^ cei tainiv t i Lit that as a see or g( N closet to c macity, the 
p r • Niiiirs en inflation and the pressures i/? ! adtmies tend to go 
up 

I do not think we are near that ; n ari} important de*ense-supply- 
i ni4 sector. 

At same time, the fact that over the last years, Defense has 
been e- of the very lew healthy buyers anywhere ii the economy, 
siiggi M< somewh i* .gi eater pressures 

S- \ < [ ii anecdotes Among industrial groups chat I have spoken 
with. I have heard of firms doing no defense business in IPSO that 
have hern doing HO percent of their business for DOD end markets 
a year ago. 

The j 4 : : t i em mis that among a long list of \ r i.iK end m rhets, 
l)()l) h ^ been the one that has had any health in the last several 
m) I would expect a little more inflation there than else- 
whore: hut I still stop well short of saying we are so cloze to capac- 
it\ m an\ important sectoi to expect the kinds of impact we catego 
i i/.e as bottlenecks t u long k dtimes or other such factors' 

Mr. AsriS'. In vol:r projections of the defense deflator,, you are 
looking for it to go down to roughly the level or overall defla- 
tor'.' 

Mr Bi: »wn. We are looking, in fiscal year i.-Nl. for the deflator 
[0 un dou into the mid I po tent range There ire short-term inv 
p uts thai im unpredictable, of course 

We -ire riot expecting to see anv majo pressures on. oil. prices in 
the next months so if there \u.c [ a s u iftcant suj pl\ disruption 
oiit oi the Middle I'a-t that could change; We see it i nng at 
t :>ughl\ t he \iiih i ate 

Mr. AsrlN. What would that look like if' you took fuel out alto- 
gether? ... _._ . .... ... 

Mr. Hr<)W'\\ ii vou remote fuel: the. deflator would.be higher. in 
hi d \( a li^M and fiscal year. l l JM There has actually been defla- 
tion \i t hi relevant components ol energy pi ices over that pei lod. 
I oi Ihci! \ ( u l'JSl, energy is almost a neutral effect 

Mr. AspiN. You would lie probably. about where you would be in 
i ( .)s\ a little higher in previous" years? 
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Mr. Brown. IT you take the fuel number put, you would have 
Hi"'-., r iHlatioh in fiscal yeans 198:j and 1984, and it would be 
iib^iit the same in fiscal year 198;"). 

Mr. Aspin. OK, Go ahead. 

Mr, Mui.top. Taking a look at your table 4, just. to follow up on 
this, 1 notice in 198a, you have the defense deflator increasing a 
fiill percentage point. faster than the GNP deflator and in 198f)_, 
that accelerates even further to more than 1 Vi percent; If energy is 
re contributing to that— — ... . 

Mr. Brown. In .198/1. Beyond that, we are seeing above the aver- 
age, ra.te of in flat ion for energy prices. . . ....... 

Mr. Mui.top. If there are no bottleneck problems that you are 
seeing in 19X5. and energy is essentially not addinlg to the inflation 
rate, why is the defense deflator increasing a full point faster? 

Mr Brown. There are a long list of explanations. I will cite two 
that are particularly important. j 

Almost all statements about inflation have to be put in context 
of a couple of years ago. We are looking at modest fate;; of infla- 
tion; no return to double-rhVit. inflation rates. So when we say 
higher rates of inflation, we are talking a couple percentage points, 
not. if) percent inflation like we saw then. 

Nonferrous metal prices are showing higher inflation than .aost 
other- important sectors of the economy. That will continue. They 
showed dramatic declines during the recession and are beginning 
to .show some signs of recovery now. 

Looking at that industry, you can see considerable financial pres- 
sures for some price recovery there. 

That impacts on defense programs far more than it dees on the 
economy hi aggregate: 

A >eo,^d factor has been the fact that recede wage settlements 
within several of the defense supplying industries li ve been above 
t hose elsewhere. In aerospace and oiher sectors that have a 
large impact on defense; .i here is u p^. itive vage differential con- 
tributing, to the ra te of in f lat ion. : 

Mr.; Mcltop: Mow do your projections for the defense delator 
relative to the overall »»NP HeH; : for compare with i)OD's? Do you 
kiuxxv? .. . 

Mr. Brown. From the statistics cited by \M\ Uhu, ours are very 
similar to his. if is were from February. Tlv^e are more recent pro- 
jections. There has "clearly been a mix oi ; r b ,e news and a few spots 
of bad news in the inflation outlook since then, but they sound 
very consistent. 

f compared them with not only DOD but OMB numbers in the 
recent past \ great amount oi consiVencv is there in the forecast 
aniLii'.thi? Lindc.r.iyir.g analysis of why the rates have moved. 

Mr. Mtii/rop. Thank you. 

Mr. Aspin. Questions? 

Mr. Clark. Thank you, Mr. Chairman. 

Let me go through this job number with you again like we were 
doing with Mr. Chu. 

You have a similar number, .M.il'HJ jobs per billr.-ri dolk/s of de- 
fense spending. whiL'h I assume. 1 is a result of the faci they are 
using has ally vej'r model, '.hough presumably triers are some dif- 
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ferehces in what they do. As. 1 understand it;yoa come oat with— 
you have .sonU'ljiji^ indirect jobs. 

Mr. Brown. Yes; approximately lo,0.00; . 

Mr. Clark. For every billion of production, I guess—*-; r, <q- 

duetion? 

Mr. Bhown. Right. 

Mr, C"^\hk. I think I quote \ou correctly; 

Mr. BkowN. That Ls cor reef. 
...Mr,. Clark. For the total number of jobs, you have .'ir>;i)i.iO; The 
20.000 are what are w • ^mes called induced jobs? 

Mr. Brown. Iivi; .-' 3 elsewhere in the economy. 

Mr. Clakk. And, \ . some indirect jobs? 

Mr. Brown. Ty > hat are called indirect jobs are those 
with parts supplie; : *11 to a prime contractor who sells to the 
I)OD. The nuiltipiie. • ire those that- 

Mr. Clakk. What people now employed would buy? 

Mr. BuovVN. Yes, jobs due to newly employed people who buy 
Cabbage Patch dolls or spend in other segments of the economy on 
•prod''.'ts that don't end up in the DOD end market. 

Mi. Clauk. So I have it straight, the 1 0,000 is 

Mr. Bhown; is producing goods and services that eventually wind 
up in the hands of the DOD. 

Mr Clark. And the 35,000? 

Mr. Bhown. Is the aggregate economywide impact in 1083. 
Mr. Clark: Including the lf>,000? 
Mr. Brown. That is correct. 

Mi C'i a it \ 11,000 is direct jobs The remain ng 20,000 the sum 
of the sc -called indirect plus induced? Are you not using those cate- 
gories, _:>r what?- 

Mr. Brown. The la, 000 is all categories of employment that pro- 
duce goods and services that eiiU up being delivered to the Depart- 
ment of Defense. 

I think by your categorization, you would call that direct plus in- 
direct. The .T\000 vs the aggregate impact as the spending works its 
way through the economy. That is an estimate for 1983, and basi- 
cally it assumes. ...s we have observed during 1983, that there was 
some degree of accommodation on the part of the monetary au- 
thorities of the extra spending, . 

i think the more important thing in terms of looking l.n*c the 
Jut Lire — because 19S:$ is la rge ly behind us — is t H 3 t defense spending 
in the aggregate is about as labor-intense as rnr^. other • ategories 
of production. You look at the CBO study <vith a different basis of 
measure: And with some differing assumptions going into a slight.' y 
different model, you gee different numbers. But the constant i. » os- 
the various pieces of researen has been the fact that the impact 
are not much differentiated between defense spending, bt he 1. Feder- 
al purchases of goods and serv-es, and private purchases of goods 
a nd serv i ces ; t hey a re c . .arly lauor-i n t e nse progra m s — w ithin every 
category; as a ma f ter of fact— but you shouldn't worr^ a lot iMout 
t h p .i i lie re ri t i a 1 jobs i m pact of defe n se spe nding d ecj sions 

Mr. Ci akk: just to get it straight, the $i billion of defense .end- 
ing xcludes the pay and retirement accounts? 

?-.:'*. Brown, Yes. 
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Mr C'iakk So wf find li significant difference from, what CBO 
rii.a^hut vou would like that they wouldn't find any dillr^v m 
other Federal spending You have a diife rent absolute r.umb r 
it is the same number, whether we talk about defense or any u.r.u- 
part of the budget. 

Mr: RKOWN. lt is roughly the same. 

Mr. Clank, just as they would- 

Mr: Brown. The same? for other Federa: nu'cruuses or private 
purchases. - -.. - t .-, 

Mr: Clark. But there is a startling difference guess f would 
call it startling— in your conclusion and theirs on the number of 

jobs iust for defense production. , ..... - - 

' Mr Bhown. 1 listened tothe earlier discussion, and 1 felt there 
were strong poirts made. 1 have not studied the comparison in 
detail, so I can't add much to that; 

Mr. Clark. TH-ink you. . 

I do have one more thing ort this same question on the impact ol 
adding to or cubing defense. You have a conclusion which we have 
heard here be many limes: That is; if we were to cut defense 
spending we \. JC find that the deficit would only decline by halt 
oi the amount fhat we cut. The SeCretary testiiied to that effect a 
couple of vears ago. Secretary Weinberger h.d. I take it again his 
testimony "is in part based oil the use of your models. 

Mr BiiowN- That conclusion has also been reached by other ana- 
lysts using other statistical tools: t think it is a pretty hard 
number. _ ....... . ..... , ... 

Mr C'iakk On the assumptions behind that, does it not have to 
he the case that the resources which would be set free by cutting 
defense s' ending are hot employed elsewhere? Otherwise, if they 
are employed elsewhe'e vou wouldn't get any effect. I assume the 
reason we'onlv reduce the deficit by f>0 cents fo?- every dollar cut in 
defense is because we are not going to collect the taxes and so on 
from the people who are employed, and spending their money, ii 
we don't spend the money, we don't collect the taxes. 

Mi Bhown If vou re in a true-full employment .econo.-ny, many 
conclusions change. There has to be one-lbr-one substitution along 
. verv dimension if >ou are at a true full employment economy. A 
dollar of resources t ia; go vo a government program have to come 
out of a dollar that goes iflt J consumption ;v some other category. 

So 1 would agree when you reach tnal situation many oi the sta- 
tistics that I have provided— and I suspect that other. people pro- 
vided—would change somewhat We are rid- here near that, nor c<o 
the prospects suggest ihv.t that is going t.v b' a problem for us n. 
thenext several vean\. . . .. .__ ... . 

Mr Ciark Vvbuld there be any dirter* nee in this case between 
Uefe ise spending and sqiut generalized package of ther govern- 
ment spending? Is ; t hot criv-. we would not cut the deficit by as 
much as we cut the program in the case of other programs, as 
v-e!l" Is there the same degree of magnitude? _ . 

Mr Brown. 1 would see gre^i similarity for other gov^nn. -it 
pur -bases. I can't tell you wheiucr it is a 2- or 10-pcrc mt deferen- 
tial, hut I thhk it would be small, 

Mr. Ci.AKK. Minimal: GK: Thank you. 
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Mr. Asi'iN. Secretary Weinberger made distinctions between 
transfer payments and del Wise, Do you understand whiit he was 
talking about * He thought that, for example you would get more 
deficit, rec'uetion. if you cut transfer payments than if you cut de- 
fense, because of the nbw : back elTecL 

Mr. Bko.wn. I have seen that statistic reported from . various 
suurus I have not done any detailed study of that myself, but 1 
think; looking at not. only marginal tax rates but propensities to 
consui n e i i i id other I act o rs . t li a t you wo u I d i hob ret i c a 1 1 y ex pe c t 
that, concitision.. I don*! have a number as to how big it is; but I 
would agree with the direction. 

Mr; Asimn; Questions? 

Mr Mt l ioi* I am not asking for a specific number, but Secre- 
tary Weinberger's churns were that .when yon cut- transfer pay- 
1 he nts. y ( ) u get a I most t w ice i is m u c h i r ; , ict b n d e f i bit as whe n y o u 
cut purchase- type programs: Does thai - vm in_the right bail park 
to \ou } I think he was saying so met h in like 9 a cents cut in ti_ans : 
for payments comes off' the deficit, whi!'- only 4(> cents of the dollar 
( > i i ( K • t < • n se s pi • n d i h g cut. 

Mr: Bj«>wn; Yes; 

Mr. Mi- 1. to p. Does that sound in ih. ight ball park? 

Mr; Bkown; It does; You are loak : i\z transfers typically into 
groups with very low marginal tax 1 ^ckets— the elderly, the poor. 

. \\>u are looking at categories of s.r iding that have lower multi- 
plier impacts throughout the econo: : . The typical bundle of goods 
and services being bought there don : nave the high multiplier im- 
pacts ol durable g )ods purchases si ch <^s you get out of DOD, for 
example. 1 thinJ\ that is a credibl< number 

Mr. A spin. Explain how the difference occurs on transfer pay- 
ments We areialking about a transfer to individuals, I take it: 

Mr. Bkovvn. Right. 

Mr. Aspin. Social security, et cetera? 

Mr. Brown. That is what I was thinking. Some of them go to 
State an 1 local go vo r rs rne n t , of c o u rse . 

Mr. Asi'iN. Let's take an individual as opposed to a composite 
DOD cut w hich ^vould include some payments to individuals in the 
form of salaries, retirement benefits and other things, and some 
goods. - 

M . Bkowx. In my number, J was not taking some spending out 
of pay or retirement; I was holding those constant. 

Mr. Aspin. So you are compar ng a cut in a 

M r. Bkown It is a bit of apples and ^ranges; 

M r. Asi'iN ou are comparing fd ir • ; xa hi pi e . a c ii i i :i a w ea pons 
system. versus a cut m—i dcii't know — ; jme payment program, vet- 
eiaii.'' benefits or social security or AFDC payments; some transfer 

mtiuey:. 

M r. B K()\vn . I was . If yd u p u t in the other a.eco un is. pay and re- 
tired pay; j.vnaid be surprised if the^e was any distinction— or any 
w: ty of d is tin g a is li ing b e t wee h civilian re t i re d pay and social s ec u : 
rit-V-or military retirement; 

M r. Asimn. A ricl th * elle^s; have to be exactly the same. 

Mr: Bkown: When you at that back in in terms of at 'east my 
number, ii would move it inward the other. 
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Mi\ As?in. Thiihk you vi-i-J much, sir; It was vprv interesting and 
very helpful. 

Mr. Brown,. Thank .you. 
Mr. Aspin. Thank you 

We are adjourned, . - - 

| Whereupon, at 11:40 a. in,, the task force adjourned.] 
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